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Coming 

The issuing of regulations following the 
enactment of the 1954 Code is a long and 
painful process. Those in the government 
charged with this duty can attest to this 
fact, as can those tax men who eagerly 
await the publication of the Commissioner's 
attitude on certain sections. The best guess 
is that more regulations will be issued 
shortly after August 1, but what their sub- 
ject will be is not known. To fill the gap 
as far as oil and gas tax interests are con- 
cerned, we have an excellent article by 
Ethan B. Stroud. 


Taxes, death, life insurance and the com- 
munity property system of ownership are 
like the ills from Pandora's Box. How to 
cope with them is the subject of an excel- 
lent article by Samuel D. Thurman. 


An Illinois author will explain the change 
in law regarding the proration of tax be- 
tween the buyer and seller of real property 
as it applies to Illinois law. 
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Tuts magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 


the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


A N EMPLOYMENT CONTRACT provided 
that a stipulated sum of compensation would be paid either to 
the employee on retirement or to designated heirs upon his death. 
The employment contract provided for certain contingencies, 
such as an agreement not to enter into the employ of a competing 
business. The employee died without becoming entitled to any 
payments himself. The question in this case is how to value the 
deferred compensation payments. The commuted value of the 
payments will be included in the decedent’s gross estate as prop- 
erty in which he had an interest at the time of his death.— 
Goodman v. Granger, 57-1 uste J 11,687 (CA-3). 


Two TRUSTS were created by the tax- 
payer—one for himself and one for his wife. Each trust provided 
for life income to the respective spouses. If either spouse died, 
the survivor would have life income from the trust of the 
deceased. In this case, the wife died before her husband. An 
estate tax was paid on the value of the trust created in her 
name because the wife was regarded as the nominal grantor 
and she had a life income in the trust. When her husband died, 
his estate was taxed on the value of the trust he had created for 
himself. The defense argued that this situation was covered by 
Lehman v. Commissioner, 40-1 ustc § 9198. This case stands for 
a reciprocal-trust doctrine. Where two people each create a trust 
for the benefit of the other, each in consideration of the other, 
then the nominal grantors are considered to have been switched 
for tax purposes. Each is then regarded not as the settlor of the 
trust which he nominally created, but as the settlor of the other 
trust for which he furnished the consideration. However, to 
apply that doctrine here would defeat the purpose of the law which 
plainly states that the value of the gross estate shall include 
property in which the decedent had an interest—such as these 
life incomes. The defense also contended that a tax on the last 
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estate was a tax on an estate of a person who died within five 
years prior to the death of the decedent, but this cannot be 
applied here since the property was not received by the husband 
from his wife by gift, bequest, devise or inheritance.—FEstate of 
Carl J. Guenzel, CCH Dec. 22,334, 28 TC —, No. 10. 


Gross INCOME is all gain, not specifically 
exempt, according to the broadest interpretation. Suppose a 
large group of potential customers contribute pro rata to the 
cost of building a facility which will supplv the service or product 
they want to buy. What is the tax status of this contribution? It 
is not a gift. It is not a contribution to the capital of the enter- 
prise. It is a part of the price the customer must pay for the 
service or product he wants to buy. So, the so-called contribution 
is income to the enterprise —Teleservice Company of Wyoming 
Valley, CCH Dec. 22,229, 27 TC —, No. 84. One question not 
answered by this decision is when these contributions are income. 
A decision which might be helpful in answering this question is 
Beacon Publishing Company v. Commissioner, 55-1 ustc { 9134 
(CA-10), involving prepaid income and an accrual accounting method. 


CopE SECTION 534 got to the Tax Court 
in a hurry. This is the section regarding the burden of proof 
in unreasonable accumulation-of-surplus cases. It seems that the 
taxpayer must prove the purpose of the accumulations or must 
prove that the accumulations were not for the purpose of avoid- 
ing surtax on the shareholders. This burden of proof was not 
shifted by the 1954 amendments.—Pelton Steel Casting Company, 
CCH Dec. 22,344, 28 TC —, No. 20. The 1954 Code disposed of 
some of the unpopular features of the 1939 law; for instance, the 
penalty is applied against a part of the year’s accumulated income, 
small and new corporations are given special credits, and reason- 
able anticipated needs are taken into consideration. There will 
always be the divergence of opinion between the taxpayer and 
the Commissioner as to the purpose of the accumulation and as 
to what portion of the corporation’s earnings are needed to meet 
the needs of the business. (See page 465 for an article on accumu- 
lation of earnings.) 


A TAXPAYER, while indebted to the gov- 
ernment, purchased a farm and took title in his sister’s name. 
The total price of the farm was $31,000. The taxpayer borrowed 
$2,000 from his sister. As a transferee without consideration, the 
sister was held liable for the delinquent taxes to the extent of 
$29,000.—Leon Papineau, CCH Dec. 22,333, 28 TC —, No. 9. 
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A TAXPAYER assigned all of her rights in 
the insurance portion of a single premium life insurance-annuity 
combination policy. She retained for life, however, the right to 
all payments under the annuity portion of the contract. The 
entire proceedings of the life insurance portion were included 
in her estate upon her death. The right to the death benefit was 
not separable from the annuity portion of the contract since the 
insurance could not be purchased without the annuity and since 
one premium paid for the entire combination. —Fidelity-Philadel phia 
Trust Company v. Smith, 57-1 ustc J 11,683 (CA-3). 


Tue TAXPAYER created an irrevocable 
trust. He delivered certain insurance policies to the trustees 
and “caused the death benefits thereunder to be made payable 
to the Trustee .. . .” When the insured died, the policies were 
included in his estate under the incidence-of-ownership rule. While 
the trust was irrevocable, he did not divest himself of the right to 
change the beneficiaries, and the mere delivery of the policies 
did not constitute an assignment.—Farwell v. U. S., 57-1 ustc 
{ 11,684 (CA-7). 


Ir IS A GOOD IDEA to keep income tax 
records for at least six years. The Service says they should be 
kept for three years after the filing date, but be on the safe side. 
—Field Release No. 052. 


A MARRIED COUPLE provided support 
for their grandson but they failed to prove that they supplied 
over one half of the total amount spent in support of the child. 
The test of the dependency credit is not the time but the money 
spent in support——Thomas W. Otis, CCH Dec. 22,360(M), 16 
TCM 290. 





A WIDOW of a deceased employee was 

paid monthly regular amounts by her husband’s employer. These 
payments were less than her deceased husband’s salary as an 
officer of the company. There was no contract or agreement 
with her husband to make the payments. The corporation was 
not obligated to make them. The widow performed no services. 
The Tax Court held them to be gifts and not includable in the 
wife’s return.—Estate of John Hekman, CCH Dec. 22,363(M), 
16 TCM 304. The company charged the payments to the widow 
to “miscellaneous supplies and expense.” 
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Tax news from the nation's capital as it is made by the executive, the 


legislative and the judicial branches of government. 


Headlining this 


month's news: clerk of the House Committee on Ways and Means . 


Presidential engagement with Congress in budget battle 


ing consolidation measure 


Our Cover 


Featured on our cover this month is Leo 
H. Irwin, clerk of the Committee on Ways 
and Means of the United States House of 
Representatives. Mr. Irwin has been clerk 
of this committee since 1955, the first session 
of the Eighty-fourth Congress. Prior to his 
appointment to his present position, he served 
on the professional staff of the committee 
as assistant clerk, clerk and minority advisor. 


As clerk of the Committee on Ways and 
Means, Mr. Irwin holds a key position on 
one of the busiest and most important com- 
mittees in Congress. He is the professional 
“right arm” of the committee chairman and 
chairmen of the various subcommittees of 
the committee. 


Under our federal Constitution all revenue- 
raising bills must originate in the House of 
Representatives. These bills include amend- 
ments to the Internal Revenue Code, tariff 
laws, social security amendments, renego- 
tiation measures, and other related bills 
which are referred to the Committee on 
Ways and Means by the Speaker of the 
House. The Committee on Ways and Means 
has jurisdiction over these bills and must 
consider them before they are submitted to 
the House of Representatives for further 
consideration. As clerk of the Ways and 
Means Committee, Mr. Irwin analyzes the 
thousands of bills introduced each session 
and presents them to the committee for its 
consideration. He also takes part in the 
drafting of minor legislation, attends draft- 
ing sessions on major legislation with the 
House legislative counsel, and attends all 
committee meetings when legislation is being 
considered. He is also responsible for the 
detailed arrangements of all committee hear- 
ings, which includes scheduling of witnesses 
who wish to testify. 


Washington Tax Talk 


. . . tax report- 


. . bill with five-year tax reduction plan. 


After the committee has considered a bill, 
Mr. Irwin takes part in the writing of the 
committee report to the House of Represen- 
tatives. He is also available on the floor of 
the House for consultation by the committee 
chairman when bills under the committee’s 
jurisdiction are being considered. He at- 
tends the meetings of the Senate and House 
conferees, who meet to iron out differences 
between a revenue-raising bill as passed by 
the House and by the Senate. 


Mr. Irwin also directs his staff in the 
many important functions in the tax-legisla- 
tion process. His staff prepares data on all 
bills under the jurisdiction of the Committee 
on Ways and Means for the legislative 
calendar of the committee, obtains necessary 
information from the various government 
agencies on bills before the committee, and 
answers the thousands of inquiries received 
each year pertaining to tax and other types 
of legislation. 

Mr. Irwin is a member of the District 
of Columbia and the North Carolina bars, 
and has been admitted to practice in both 
jurisdictions and the Circuit Court of Ap- 
peals for the District of Columbia. 

Prior to joining the professional staff of 
the House Committee on Ways and Means 
in 1949, he served as an attorney in the 
Office of General Counsel, Civil Aeronautics 
Board, personnel and supervisory clerk with 
the Treasury Department, statistical clerk 
with the Bureau of Labor Statistics of the 
Department of Labor, and supervisor with 
the United States Civil Service Commission. 


The President 


Bills signed.—The existing suspension of 
import duties on metal scrap is extended 
through June 30, 1958. On April 25 the 
President signed H. R. 4686 (Public Law 
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85-27) continuing the duty suspension. Also 
becoming law was the bill (H. J. Res. 126) 
admitting duty free imports for exhibition 
at the Washington State Sixth International 
Trade Fair. This bill, now Public Law 
85-22, was signed on April 23. 


Budget restoration.—The President took 
to radio and television on Tuesday night, 
May 14, in an attempt to stem the tide of 
sentiment for reduced federal spending. As 
noted in another article in this department, 
the Seriate voted the previous day to accept 
without change the slashes the House had 
previously made in the budgets for the 
Post Office and the Treasury. 


In his prepared speech, the President said 
that the budget prepared by the Administra- 
tion “represents carefully studied estimates 
of the cost of all the things the government 
is required by law to do or by what we 
believe is necessary.” He reported that be- 
fore the budget was submitted to Congress, 
some $13 billion in departmental requests 
was eliminated. Some $10 billion of the 
$13 billion was trimmed from requests by 
the armed services, according to the President. 


The President went all out to protect the 
defense appropriation from cutting. He said 
that if the defense budget is materially cut, 
“the country would be taking a fearful 
gamble.” He intimated that cuts in armed 
forces appropriations before Korea caused 
the withdrawal of our military strength from 
South Korea and “the tragic results of that 
woeful weakness .. . .” 


Stating that “good defense is not cheap 
defense,” the President related some of the 
increased costs of a military machine. Whereas 
the B-36 bomber, a post-World War II air- 
plane, cost about $3.5 million, today’s B-52 
jet bomber costs $8 million; fighter planes 
now cost $1.5 million each, as against $300,000 
seven years ago; submarines have doubled 
in cost in the same span of years. 


The President said that the $41 billion 
for our armed forces, atomic energy and 
stockpiling represents a defense program 
“as nearly accurate, in present circumstances, 
as is humanly possible to make it.” 

The President also made a defense of 
the mutual security program which supplies 
arms and defense support to friendly na- 
tions. He said that the cost of the security 
thus achieved is far less than it would be 
if we had to provide and arm the equivalent 
in our own ground, naval and air forces. 

The only hope of making truly great sav- 
ings, said the President, is the achieving of 
an effective disarmament agreement with 
an easing of world tensions, but he could 
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see no immediate relaxation of international 
tensions to provide the basis now for sub- 
stantial reductions. 


The Congress 


‘Senate approves budget slash—The Ad- 
ministration’s fight to restore to the budget 
for fiscal 1958 some of the amounts slashed 
by the House from administrative requests 
got a setback Monday, May 13, when the 
Senate saw eye to eye with the House and 
refused to restore any of the money cut 
from the appropriations bill for the Post 
Office, the Treasury and the Tax Court. 


The amount of the reduction was $80,364,000. 
Of that sum, $58,000,000 was slashed from 
Post Office requests, a 1.8 per cent reduc- 
tion. As the measure passed the Senate, 
it provided $3,192 million for the Post Office, 
$691,467,000 for the Treasury and $1,460,000 
for the Tax Court. 


The May 13 action was the first of the 
Senate in dealing with 1958 appropriations. 
Other bills which had passed the House 
at that date were still in the Senate Com- 
mittee on Appropriations. Percentagewise, 
the Post Office-Treasury measure made the 
smallest (2 per cent) of the cuts which the 
House has instigated. Other House-approved 
bills, as of May 13, with which the Senate 
will deal, make cuts totaling $1,060,811,749 
from Administration requests. The largest 
trimming to date in the appropriations meas- 
ures was the $537,993,300 hacked off the bill 
making appropriations for the independent 
offices. Percentagewise, the largest cut was 
the $217,827,940 taken off Department of 
Commerce requests, a 25 per cent reduction. 


The budget battle finds President Eisen- 
hower taking to radio and television in an 
attempt to forestall further activity in the 
Congressional economy drive. Congressmen, 
however, returned from Easter vacation 
junkets into their home districts feeling that 
the tide of public opinion is for a reduction 
in the budget. Unless the President can 
stem that tide through his appeal to the 
people, the chances are that most of the 
reductions voted by the House will be heartily 
seconded in the Senate. 


Indicative of the tenor of Senate thinking 
on the budget is the fact that leaders of the 
President’s party in the Senate supported 
the reductions made by the House in the 
Post Office-Treasury appropriations. Senator 
Everett M. Dirksen, Republican whip, urged 
the Senate to adopt the House cuts, although 
he warned that supplemental funds might 
have to be voted later for the Post Office 

(Continued on page 492) 
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Foreign Investment Companies 
and Subchapter G Penalties 


By ALAN R. RADO 


The formation of foreign investment companies may provide 

United States and foreign tax savings on both the corporate and shareholder 
levels. However, United States tax savings can be drastically curtailed 

by the penalty provisions of Subchapter G of the 1954 Code. Mr. Rado discusses 
dangers confronting the personal and foreign personal holding company. 


GOME foreign countries provide particu- 
\ larly low income tax rates for investment 
companies, that is, corporations established 
for the purpose of investing in securities. 
As a rule, this low tax is payable only on 
income from dividends and interest, whereas 
capital gains are entirely tax free. In some 
countries, low taxation is reserved for in- 
vestment companies of nonresident stock- 
holders;* in others, low tax rates apply 
regardless of the stockholders’ residence.’ 


Under United States tax law, a foreign 
corporation *® is regarded as an independent 
taxable entity separate from its shareholders. 
It is liable for United States taxes only on 
income derived from United States sources * 
and, where it is not engaged in trade or 
business in the United States, only on cer- 
tain types of such United States income.” 
Hence, a foreign investment company not 
engaged in trade or business in the United 
States and receiving dividends and interest 
from United States securities, pays on such 


1 Canadian nonresident-owned investment com- 
panies. 

2 For example, in the Netherlands Antilles. 

3 Code Sec. 7701(a)(5). 

4 Code Sec. 882(b). 

5 Code Sec. 881(a). 


Subchapter G Penalties 


income a tax at a flat rate of 30 per cent 
which is withheld by the payor corporation.’ 
It is not subject to United States income 
tax on capital gains from security transac- 
tions effected through a United States broker, 
nor is it subject to such tax on income from 
foreign securities. 

An investment company organized under 
the laws of a country with which the United 
States has concluded an income tax conven- 
tion enjoys preferential tax treatment.’ As 
long as it is not engaged in business in the 
United States by having a permanent estab- 
lishment therein, its tax on dividends and 
interest from United States securities is re- 
duced or completely eliminated. 

Where a foreign country has no equiva- 
lent to the United States tax on accumulated 
earnings, the foreign investment company 
may accumulate income without the neces- 
sity of paying out dividends. Thus, as in- 
come is reserved and reinvested by such an 
investment company, the value of its shares 


® Code Sec. 881(a). 

™Canada income tax convention, Art. XI; 
Netherlands income tax convention, Arts. VII 
and VIII. The latter convention has been ex- 
tended to the Netherlands Antilles effective 
November 10, 1955. 
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Mr. Rado, a New York attorney, is 

on the faculty of New York University 
School of Law where he conducts a 
graduate seminar on United States 
taxation of foreign income, 

of aliens and of foreign corporations. 


will presumably increase. Where stock in 
such company is owned by a citizen or resi- 
dent of the United States, he will pay United 
States income tax when he sells his shares 
of stock. This tax will be at capital gains 
rates, that is, at the maximum rate of 25 per 
cent. The same rate would apply if the 
foreign investment company were liquidated.” 

It is a well-established principle of Amer- 
ican tax law that a taxpayer may legally 
and honorably take any steps approved by 
law to minimize his tax liability." The ap- 
plication of this principle to investment 
income, however, is greatly restricted by 
certain provisions of the United States In- 
ternal Revenue Code. 


A foreign corporation organized to invest 
in securities may incur greatly increased tax 
liability for itself and its shareholders if it 
falls within the application of the provisions 
of Subchapter G”™ of the Internal Revenue 
Code dealing with corporations improperly 
accumulating surplus," personal holding com- 
panies ” and foreign personal holding com- 
panies.” These provisions are designed to 
prevent individual taxpayers from using 
closely held United States or foreign cor- 
porations to avoid individual income taxes 
on investment income at steeply graduated 
rates through use of a corporate entity. 
They apply automatically where certain ob- 
jective criteria are met. Thus, it is ex- 
tremely important to exercise great care 
in forming a foreign corporation for inves- 
ment purposes. 


Improper Accumulation 
of Surplus ** 


Section 531 of the Code imposes an ac- 
cumulated earnings tax on the accumulated 
taxable income of every corporation. The 
tax is imposed at the rate of 27% per cent 


* Code Sec. 331(a)(1). 

*See John Junker Spencer, CCH Dec. 19,422, 
19 TC 727, 735 (1953), citing U. 8S. v. Isham, 17 
Wall. 496, and Gregory v. Helvering, 35-1 ustc 
7 9043, 293 U. S. 465. 

” Subch. G, Ch. 1, Subtit. A of Internal Reve- 
nue Code (1954). 

1 Code Secs. 531-537. 

1% Code Secs. 541-547. 

1% Code Secs. 551-557. 
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of the accumulated taxable income up to 
$100,000, plus 38% per cent of such income 
in excess of $100,000. 


The accumulated earnings tax applies to 
any corporation, domestic or foreign, formed 
or availed of for the purpose of avoiding the 
income tax with respect to its shareholders 
by permitting earnings and profits to accu- 
mulate instead of being divided or distrib- 
uted. Section 533(b) sets up the presumption 
that the fact that a corporation is a mere 
investment company is prima-facie evidence 
of such purpose to avoid income tax. This 
does not mean that an accumulated earn- 
ings tax will be imposed on every investment 
company. Such company will be absolved 
from liability for said tax if it can prove 
that it was not formed or availed of for 
such purpose. 


The accumulated earnings tax is not ap- 
plicable to a personal holding company or 
a foreign personal holding company. Thus, 
where an investment company qualifies as 
either company it will be subject only to 
the provisions which are applicable to such 
companies. 


There is a difference in the definition of 
improper accumulation of surplus in the 
Internal Revenue Codes of 1939 and 1954 
which deserves comment here. Under the 
old law,” the penalty tax was applicable 
only where the corporation was used to pre- 
vent the imposition of “surtax” upon its 
shareholders. Thus, the tax was not appli- 
cable to a foreign corporation all of whose 
shareholders were nonresident aliens not 
engaged in trade or business in the United 
States * even though such foreign corpora- 
tion derived income from United States 
sources. This rule was expressly stated in 
the regulations.” The reason was that such 
nonresident alien shareholders receiving div- 
idends or interest from United States sources 
were not subject to any “surtax” but to a 
tax at a flat rate of 30 per cent.” Conse- 
quently, in such a case no prevention of the 
imposition of “surtax” could take place. 


Under the present law, however, no pre- 
vention of the imposition of “surtax” is re- 
quired before the accumulated earnings tax 


™ Regulations under Code Secs. 531-537 have 
not been proposed. 

% 1939 Code Sec. 102. 

1° 1939 Code Sec. 211(a). 

™ Regs. 118, Sec. 39.102-1(b). 

% However, such aliens were subject to sur- 
tax where their income from dividends and 
interest or other so-called fixed or determinable 
annual or periodical income was more than 
$15,400. 1939 Code Sec. 211(a)(2). 
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may apply. The tax now applies whenever 
earnings and profits are accumulated for the 
purpose of avoiding the “income tax” with 
respect to the shareholders.” Thus, under 
the 1954 Code, a foreign corporation all of 
whose shareholders are nonresident aliens 
not engaged in trade or business in the 
United States may be subject to the tax on 
accumulated earnings if the dividends dis- 
tributed by it would be considered income 
from United States sources in whole or in 
part and, as such, subject to United States 
income tax.” 


Under Section 861(a)(2)(B), dividends 
distributed by a foreign corporation, 50 per 
cent or more of the gross income of which 
was derived from United States sources for 
a three-year period prior to the dividend 
declaration, or for such period as the cor- 
poration has been in existence, constitute 
income from United States sources in the 
ratio of United States income to total income. 


Only a foreign corporation deriving less 
than 50 per cent of its total income from 
United States sources, all of whose share- 
holders are nonresident aliens not engaged 
in trade or business in the United States, 
does not avoid any income tax by permit- 
ting earnings to accumulate, because any 
dividends distributed by it do not constitute 
income from United States sources and, 
therefore, are not taxable when received by 
the nonresident alien shareholders. Thus, 
the accumulated earnings tax is not appli- 
cable to such a foreign corporation. 


Similarly, there cdn be no avoidance of 
the United States income tax when all divi- 
dends distributed by a foreign investment 
company are exempt from such tax by oper- 
ation of a treaty. Consequently, no accumu- 
lated earnings tax is applicable in such a 
case. The greater part of income tax con- 
ventions concluded by the United States 
provides for an exemption. from United 
States tax of dividends paid by certain for- 
eign corporations. Naturally, this exemp- 
tion is applicable only when the recipients 
of such dividends are nonresident aliens 
with respect to the United States. 


As pointed out earlier, dividends paid to 
nonresident alien shareholders by foreign 


corporations deriving less than 50 per cent 
of their income from United States sources 
are not taxable under the Code, either, un- 
less the shareholders are engaged in trade 
or business in the United States. Hence, the 
treaty exemption is operative only in those 
cases where the dividends would be taxable 
under the Code. 


The usual form of the exemption provi- 
sion in the conventions is that dividends 
distributed by a corporation of the treaty 
country are exempt from United States tax 
except where the recipient is a citizen, resi- 
dent or corporation of the United States.” 
Under a few conventions, the exemption ap- 
plies only when dividends are received by 
residents of the treaty country.” 


Corporations organized under the laws of 
Canada, Ireland and the United Kingdom 
are exempt from the accumulated earnings 
tax if more than 50 per cent of their voting 
stock is owned directly or indirectly by indi- 
vidual residents of said countries, other than 
United States citizens.” 


Where a foreign corporation’s sharehold- 
ers include United States citizens or resi- 
dents, the accumulated earnings tax may 
apply regardless of whether its income is 
from foreign or United States sources. The 
reason is that United States citizen or resi- 
dent shareholders are taxable on their global 
income, hence also on dividends consti- 
tuting income from foreign sources. Con- 
sequently, accumulation of corporate surplus 
may have the purpose of avoilling the in- 
come tax on the shareholders and thus be 
unreasonable,” even though the foreign cor- 
poration’s income is derived exclusively 
from non-United States sources, such as 
foreign securities. 


Notwithstanding this fact, no accumulated 
earnings tax may be imposed on a foreign 
corporation whose entire income is derived 
from foreign sources. The tax is payable 
on “accumulated taxable income.”* The 
starting point for computing taxable income 
is recognized gross income.” However, in 
the case of a foreign corporation, gross in- 
come includes only gross income from United 
States sources.” Thus, where a foreign cor- 


poration has no United States income at all, 


” Sec. 532(a). 

% Sec, 871(a). 

21 Income tax conventions: Austria, Art. XIV 
(1); Canada, Art. XII(1); Finland, Art. XII(1); 
Germany, Art. XIV(1); Greece, Art. IX; Hon- 
duras, Art. VII(1); Ireland, Art. XV(1); Italy, 
Art. XIV(1); Netherlands, Art. XII; United 
Kingdom, Art. XV. 

2 Income tax conventions: 
VI(2); 
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Australia, Art. 
Switzerland, Art. XIV(1); Union of 


South Africa, Art. XII. Under the Switzerland 
convention, the exemption applies to dividends 
distributed to Swiss residents by any corpora- 
tion other than a United States corporation. 

3 Income tax conventions: Canada, Art. XIII; 
Ireland, Art. XVI; United Kingdom, Art, XVI. 

24 Code Sec. 533. 

*% Code Secs. 531 and 535. 

7% Code Sec. 63(a). 

** Code Sec. 882(b). 
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it can have no accumulated taxable income 
either.” 


Personal Holding Company 


In addition to the regular income tax, a 
personal holding company” is subject to 
a penalty tax on what is called “undistrib- 
uted personal holding company income.” ” 
This personal holding company tax is im- 
posed at the staggering rate of 75 per cent 
on the first $2,000 and 85 per cent on amounts 
over $2,000. 

As defined in Section 542 of the Code, a 
personal holding company is any corpo- 
ration: 

(1) at least 80 per cent of whose gross 
income consists of dividends, interest, gain 
from the sale of stock, or other personal 
holding company income specified in Sec- 
tion 543 (gross income requirement), and 


(2) more than 50 per cent in value of 
whose outstanding stock is owned, directly 
or indirectly, by or for not more than five 
individuals (stock ownership requirement). 

The Code provides in Section 544 a de- 
tailed set of rules of “constructive owner- 
ship” under which an individual is deemed 
to own stock owned, directly or indirectly, 
by his family or by his partner and by a 
corporation, partnership, estate or trust in 
proportion to his interest in such entity. 

In the case of a foreign corporation, 
“gross income” for personal holding com- 
pany purposes™ includes only the gross 
income from sources within the United 
States.“ A foreign corporation’s income de- 
rived from foreign sources is not taken into 
consideration in determining the gross in- 
come requirement.“ This means that in the 
case of a foreign corporation said gross 
income requirement will be met where 80 
per cent of its gross income from United 
States sources consists of personal holding 
company income. It is irrelevant whether 
its gross income from foreign sources is or 
is not personal holding company income. 
On the other hand, a foreign corporation 





*% Regs. 118, Sec. 39.102-4(a) states that ‘‘Sec- 
tion 102 net income’’ corresponding to ‘‘accumu- 
lated taxable income’’ under the 1954 Code, 
includes only net income from United States 
sources. 

*® Regulations under Code Secs. 541-547 have 
been proposed but have not been adopted as yet. 

*® Code Secs. 541 and 545. 

™ Code Sec. 541. 

®™ Code Sec. 542(c)(10) is an exception inas- 
much as it uses a ratio of gross income from 
United States sources to gross income from all 
sources in defining a foreign corporation ex- 
cluded from the personal holding company clas- 
sification. 
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will be considered a personal holding com- 
pany regardless of its operating activity 
outside the United States and regardless of 
its income or loss from foreign sources, as 
long as 80 per cent of its gross income from 
United States sources is personal holding 
company income.” 


A foreign corporation otherwise meeting 
the above outlined tests will not be taxed 
as a personal holding company if: 


(1) less than 50 per cent of its gross in- 
come from all sources is derived from 
sources within the United States for a 
period of three years or for such period as 
the corporation has been in existence, and 

(2) no part of its stock is owned by citi- 
zens or residents of the United States.” 

The personal holding company tax does 
not apply to a “foreign personal holding 
company,” which will be discussed later; 
nor is the tax applicable to corporations 
organized in Canada, Ireland and the United 
Kingdom if more than 50 per cent of their 
voting stock is owned, directly or indirectly, 
by individual residents of those countries, 
other than United States citizens.” 


Foreign Personal Holding Company 


As defined in Section 552 of the Code, a 
foreign corporation is a foreign personal 
holding company ™ if: 

(1) at least 60 per cent of its gross in- 
come for the taxable year consists of divi- 
dends, interest, gain from the sale of stock 
or other foreign personal holding company 
income specified in Section 553, and 


(2) more than 50 per cent in value of its 
outstanding stock is owned, directly or in- 
directly, by or for not more than five indi- 
viduals who are citizens or residents of the 
United States. 

The same rules of constructive ownership 
of stock apply here as in the case of a per- 
sonal holding company. However, “gross 
income” for foreign personal holding com- 
pany purposes includes income from all 


% Code Sec. 882(b). Code Sec. 555(a) is 
applicable only to a foreign personal holding 
company. See Proposed Regs. Sec. 1.555-1. 

™ Code Sec. 542(a)(1). 

% See Porto Rico Coal Company v. Commis- 
sioner, 42-1 ustc { 9315, 126 F. (2d) 212 (CCA-2). 

% Code Sec. 542(c)(10). This new provision 
of the 1954 Code states a rule formerly con- 
tained in the regulations. It revokes the prin- 
ciple formulated in A. G. Fides v. Commis- 
sioner, 43-2 ustc § 9574, 137 F. (2d) 731, cert. 
den., 320 U. S. 797. 

* Income tax conventions: Canada, Art. XIII; 
Ireland, Art. XVI; United Kingdom, Art. XVI. 

%® Regulations under Code Secs. 551-557 have 
been proposed but have not been adopted as yet. 
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sources, whether within or without the 
United States, as if the foreign corporation 
were a domestic corporation which is a per- 
sonal holding company.” 

The Code does not impose a tax either 
on foreign personal holding companies or 
their nonresident alien shareholders but, in- 
stead, taxes only those shareholders who 
are United States citizens or residents. 
These United States shareholders are taxed 
upon their pro-rata shares of the “undis- 
tributed foreign personal holding company 
income,” even though such income is never 
actually paid out.” 


How to Avoid Personal Holding Company 
or Foreign Personal Holding 
Company Status 


It may be assumed that a foreign corpo- 
ration which is an investment company will 
meet the gross income requirement of both 
the foreign personal holding company and 
the personal holding company laws, as its 
entire income will consist of dividends, in- 
terest and gains from the sale of stock. 
Therefore, it can avoid personal or foreign 
personal holding company status only if it 
does not meet the stock ownership require- 
ment set up in the law for such companies.” 
Said stock ownership requirement will not 
be met where the investment company has 
at least ten shareholders, no one of whom 
owns over 10 per cent of the corporation’s 
stock. 

If the shareholders are few enough in 
number to meet the stock ownership re- 
quirement it may still be possible to avoid 
foreign personal or personal holding com- 
pany classification. Where the majority 
ownership is retained by non-United States 
shareholders, the foreign investment com- 
pany will fail to meet the stock ownership 
requirement laid down in the foreign per- 
sonal holding company law and, thus, will 
not be considered a foreign personal hold- 
ing company.” The question will then be 
whether the company may not be classified 
as a personal holding company. 


Where no part of the stock of the foreign 
investment company is owned by United 
States citizens or residents, personal hold- 
ing company status may be avoided if the 
gross income of the foreign investment com- 
pany from United States sources is kept 
under 50 per cent of its gross income from 
all sources.“ Thus, a foreign investment 


% Code Sec. 555(a), Sec. 
1.555-1. 

* Code Sec. 551(a). 

* Code Secs. 542(a)(2) and 552(a)(2). 

@ Code Sec. 552(a)(2). 


Proposed Regs. 


Subchapter G Penalties 


company controlled by less than five share- 
holders who are not United States citizens 
or residents and all of whose shareholders 
are nonresident aliens, will be neither a for- 
eign personal holding company nor a per- 
sonal holding company if, for a three-year 
period, or for such period as the company 
has been in existence, less than 50 per cent 
of its total gross income will be from United 
States securities, and its remaining income 
will be, for instance, from Canadian securities. 


The personal holding company tax will 
apply, however, if even one citizen or resi- 
dent of the United States becomes a share- 
holder in the foreign investment company, 
even though less than half of its income is 
derived from United States securities. It 
will also apply if the company derives more 
than half of its income from United States 
securities regardless of whether or not any 
of the company’s shareholders are citizens 
or residents of the United States. 

Only where the entire income of the for- 
eign investment company is from sources 
outside of the United States may United 
States citizens or residents own up to 50 
per cent of the company’s stock without 
incurring the danger of the company’s being 
classified as a foreign personal holding com- 
pany or as a personal holding company, 
even though more than 50 per cent of the 
company’s stock is owned by not more than 
five persons. The reason for this is twofold: 

(1) The stock ownership required by a 
foreign personal holding company is lacking.“ 

(2) Although the stock ownership re- 
quired by a personal holding company is 
satisfied, the “gross income requirement” 
of a personal holding company is not met.“ 
Gross income for personal holding com- 
pany purposes means only income from 
United States sources “ and, in this instance, 
there would be no income from United 
States sources at all. 


Undistributed Personal Holding Company 
Income 


The personal holding company tax is based 
on a corporation’s undistributed personal 
holding company income. If such income is 
eliminated, no personal holding company 
tax may be imposed, even though the cor- 
poration is a personal holding company. 


Undistributed personal holding company 
income is defined in Section 545 as the tax- 


* Code Sec. 542(c) (10). 
“ Code Sec. 552(a)(2). 

* Code Sec. 542(a)(1). 
6 See footnote 33. 
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able income of a personal holding company 
to which certain adjustments have been ap- 
plied, minus the dividends-paid deduction. 
Taxable income means gross income minus 
the allowable deductions.“ In the case of 
a foreign corporation, gross income includes 
only the gross income from United States 
sources.” Thus, only the United States in- 
come of a foreign corporation is subjected 
to personal holding company tax. However, 
such United States income is not limited to 
so-called fixed or determinable annual or 
periodical income“ but includes other types 
of income, even though the foreign corpora- 
tion is not engaged in trade or business in 
the United States.” 

The more important adjustments are as 
follows: ™ 


(1) A deduction is allowed for federal in- 
come taxes accrued during the taxable year. 


(2) A deduction is allowed for charitable 
contributions to the extent specified in the law. 


(3) The net operating loss for the preced- 
ing year is allowed as a deduction. 


(4) A deduction is allowed for the excess 
of the net long-term capital gains over the 
net short-term capital losses, reduced by the 
amount of the taxes attributable to such gains. 


(5) The special deduction for dividends 
received by corporations ™ is not allowed. 


The dividends-paid deduction™ consists 
of the following: 


(1) dividends paid during the taxable year; 
dividends paid on or before the fifteenth 
day of the third month following the close 
of the taxable year, not exceeding 10 per 
cent of the sum of the dividends paid during 
such year, can be treated as paid on the last 
day of such taxable year; ™ 


(2) “consent dividends” for the taxable 
year representing amounts which the share- 
holders agree to report as dividends even 
though not received by them;™ and 


(3) the dividend carry-over, representing 
the excess of the dividends paid in the prior 
two years over the income for such years.” 


It has been pointed out in discussing the 
improper accumulation of surplus that divi- 
dends paid by certain foreign corporations 
to nonresident alien shareholders are exempt 


* Code Sec. 63(a). 

* See footnote 33. 

* Code Sec, 881(a). 

5° Proposed Regs. Sec. 1.541-1(b). See Regs. 
118, Sec. 39.505-1(a) defining ‘“‘subchapter A net 
income"’ which corresponds to ‘“‘personal hold- 
ing company income’’ under the 1954 Code. 

5t Code Sec. 545(b). 

% Code Secs. 243-247. 
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from United States income tax. Such ex- 
emption is based on provisions of income 
tax conventions concluded by the United 
States. This exemption from United States 
tax of dividends paid by a foreign corpora- 
tion does not have the effect of depriving 
the foreign corporation which is a personal 
holding company, of the dividends-paid de- 
duction described earlier.” 


A foreign investment company controlled 
by not more than five nonresident alien 
shareholders and deriving its entire income 
from investment in United States securities 
will be a personal holding company. How- 
ever, if it is organized so that its dividends 
will be exempt from United States tax under 
a tax convention, it may eliminate “undis- 
tributed personal holding company income” 
by dividend distributions free of United 
States tax and, thus, avoid being taxed as 
a personal holding company. 


Undistributed Foreign Personal 
Holding Company Income 


Undistributed foreign personal holding 
company income is computed in essentially 
the same manner as is the undistributed 
personal holding income of a domestic cor- 
poration. Accordingly, even though a for- 
eign personal holding company is a foreign 
corporation, its entire income from all 
sources, that is, from United States sources 
as well as foreign sources, is taken into con- 
sideration in computing the undistributed 
foreign personal holding company income. 
The adjustments in such computation are 
the same as in the case of a personal 
holding company except that no deduction 
is allowed for net capital gains, and the 
dividends-paid deduction does not include 
the dividend carry-over.” 


Conclusion 


The formation of foreign investment com- 
panies may provide United States and for- 
eign tax saving both on the corporate and 
shareholder levels. Savings of foreign tax 
flow from foreign tax legislation and are of 
no concern here. United States tax savings 
are drastically curtailed by the penalty pro- 
visions of Subchapter G. 


*% Code Sec. 561. 

4 Code Sec. 563. 

5 Code Sec. 565. 

5 Code Sec, 564. 

% The 1954 Code does not contain a provision 
similar to Sec, 27(i) of 1939 Code. With regard 
to this section, see Rudick, 1 Taw Law Review 
218, 448, and Singer, 1 Tax Law Review 440. 

5% Code Sec. 556. 
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Where such companies are used to invest 
in United States securities, the accumulated 
earnings tax and personal holding company 
tax effectively eliminate unjustified United 
States tax benefits. Provisions in tax con- 
ventions and in the Code itself that limit the 
applicability of the penalty taxes in certain 
situations result from our national tax policy. 

The accumulated earnings tax and per- 
sonal holding company tax do not reach the 
income from foreign sources of a foreign 
corporation and, thus, are inapplicable to a 
foreign investment company used to invest 
only in foreign securities. However, the for- 
eign personal holding company provisions 
make the use of a foreign corporate entity 
ineffective where not more than five United 
States citizen or resident shareholders have 
control of the foreign investment company. 


Thus, basically, only those foreign invest- 
ment companies remain unaffected by the 
Subchapter G penalty provisions which in- 
vest only in foreign securities and in which 
control is not vested in five or fewer United 
States citizen or resident shareholders. 


It does not seem that this situation would 
represent what is commonly called a “loop- 
hole” in our system of taxation. 


The “list of unintended benefits and hard- 
ships” released by the Subcommittee on 
Internal Revenue Taxation of the House 
Ways and Means Committee in connection 
with the hearings on the Technical Amend- 
ments Bill of 1957 describes foreign invest- 
ment companies as an instance of unintended 


benefits. It would seem that the criticism is 
directed against those investment companies, 
organized in Canada by United States share- 
holders, which have registered here with the 
SEC and are publicly engaged in selling 
securities in the United States. No specific 
change of the tax law is suggested. 


The formation of foreign investment com- 
panies to hold and invest in foreign securi- 
ties does not call for any remedial legislation. 
The tax treatment of those foreign invest- 
ment companies that are not reached by the 
penalty provisions of Subchapter G is the 
same as that of any foreign corporation de- 
riving income from foreign sources. United 
States citizen or resident shareholders of 
such corporations are not subjected to United 
States income tax unless they are paid divi- 
dends or liquidating distributions, or realize 
capital gains on the sale of their shares. 


The criteria of reprehensible stock owner- 
ship in Code Sections 542 and 552 are the 
expression of legislative intent to draw the 
line when a corporation formed to invest in 
securities ceases to be an “incorporated 
pocketbook.” To make the foreign personal 
holding company provisions applicable with- 
out regard to whether control is vested in 
United States shareholders and without re- 
gard to the number of controlling United 
States shareholders ™ would be a denial of 
the principle of United States taxation that 
a corporation is recognized as a separate 
taxable entity provided that it is neither a 
sham nor unreal.” [The End] 


NUMBER OF GOVERNMENTAL UNITS DROPS 14,390 


There were 14,390 fewer govern- 
mental units in the United States in 
January, 1957, than in 1952, accord- 
ing to the Bureau of the Census, 
Department of Commerce. The num- 
ber of governmental units in the na- 
tion for the years 1952 and 1957, 
respectively, were 116,743 and 102,353. 
The decrease was due mainly to a 
reduction in the number of school 
districts, brought about by consolida- 
tion of such districts in a number of 
states. The school district consolida- 
tions resulted in a decrease of 16,893 
of such units; however, school dis- 
tricts still number 50,453, nearly half 
of all governmental units existing. 


The only other type of govern- 
mental unit registering a decrease for 


the five-year period was the county 
unit. There were two less counties in 
1957. Municipalities increased in num- 
ber by 389, special districts by 2,104 
and township governments (including 
“towns” in New England, New York 
and Wisconsin) by 12. 

The distribution of governmental 
units in the United States in January 
of this year is as follows: school dis- 
tricts, 50,453; municipalities, 17,167; 
special districts, 14,423; township gov- 
ernments, 17,214; counties, 3,047; states, 
48; and the federal government, one. 


The average number of govern- 
mental units per state is 2,132. The 
range, however, is from 6,659 in 
Nebraska to 91 in Rhode Island. 





%®% Suggestion advanced by Leonard Bruce 
Boehner in his article on Canadian investment 
funds, 6 Journal of Taxation 236 (April, 1957). 


Subchapter G Penalties 


See Moline Properties, Inc. v. Commis- 
sioner, 43-1 ustc { 9464, 319 U. S. 436 (1943). 
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Federal Tax Problems of Sellers anda! 


of Real Property in Michigan 


By EDWARD L. COBB 


AWYERS, mortgagees, real estate brokers 

and others involved in the purchase and 
sale of real estate are faced daily with the 
problem of allocating real estate taxes be- 
tween vendor and purchaser. Many, if not 
most of them, do it with little thought of 
the federal income tax consequences in- 
volved. An acquaintance with the right to 
the income tax deduction for such property 
taxes and the effect on both the cost basis 
to the purchaser and the “amount realized” 
by the seller in fixing his gain or loss is 
important. Substantial benefits can be re- 
tained or lost if bargaining is conducted on 
erroneous assumptions, for example, that 
delinquent taxes of a prior year will be de- 
ductible when paid by the buyer. 


Prior Law and New Code Provisions 


Under the Internal Revenue Codes of 
both 1939 and 1954, generally any person 
who paid or accrued real estate taxes dur- 
ing his taxable year could deduct them from 
his gross income, regardless of whether 
they were connected with a trade or busi- 
ness or the production of income (1939 
Code Section 23(c)(1) and 1954 Code Sec- 
tion 164(a)). Because of this, the tendency 
of most persons purchasing real estate dur- 
ing a taxable year was simply to deduct 
any property taxes which they later paid 
during that year, treating such tax as being 
imposed upon them. However, the Supreme 
Court in Magruder v. Supplee, 42-2 ustc 
q 9498, 316 U. S, 394, 62 S. Ct. 1162, speci- 
fically overruled this practice as being cor- 
rect and held that the purchaser who paid 
the tax was denied the deduction if prior to 
the sale the tax had become a lien against 
the property or the personal liability of the 
seller. The other results of that decision 
were that the seller in such case had to 
add the real estate tax paid by the purchaser 


1Under Sec, 461(c), accrual basis taxpayers 


ean elect to accrue real property taxes pro rata 
over the property tax year to which they relate; 
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to the amount he realized on the sale, but 
the seller could in turn deduct the taxes 
when the purchaser paid them for him. 
The purchaser’s only balm was to add the 
tax he paid to the cost basis of the property. 
This rule was equally applicable to accrual 
as well as cash basis taxpayers (Simon J. 
Murphy Company, 56-1 ustc { 9419, 231 F. 
(2d) 639 (CA-6)), and will still find ap- 
plication in some current situations where 
the new Code fails to apply. 


In 71 attempt to alleviate the apparent 
inequity of the Magruder decision, Congress, 
in Section 164(d) of the Internal Revenue 
Code of 1954, provided a method for allocat- 
ing the deduction for real estate taxes by 
prorating between the purchaser and seller 
the taxes which are proportionate to the 
number of days in the “real property tax 
year” during which each owned the prop- 
erty. In effect, taxes are treated as accruing 
pro rata to both cash and accrual basis 
taxpayers involved in such transactions 
throughout the real property tax year.’ This 
is accomplished by the fiction of treating 
the property taxes as if they are imposed 
on both the parties, regardless of state law. 


Thus, for the purpose of deducting taxes 
from income under Section 164(a), both 
cash and accrual basis taxpayers can look 
to Section 164(d) for some relief. Sections 
1001(b)(1)-(2) and 1012 are similarly im- 
portant in computing gain or loss and the 
basis as affected by Section 164(d). 


Although the provisions of Section 164(d) 
of the Code appear on the surface to be 
quite simple, the controversy concerning the 
respective rights of purchasers and sellers 
of real estate to the current deduction of 
property tax for income tax purposes con- 
tinues because of confusion in applying the 
federal, state and local statutes. Five pages 


otherwise, they accrue when the personal lia- 
bility is fixed or the lien attaches, whichever 
is sooner. 
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Purchasers 


In Section 164(d) of the 1954 Code, Congress provided a method for 
allocating the deduction for real estate taxes by prorating between the 
purchaser and seller the taxes which are proportionate to the number of days in 
the ‘‘real property tax year’’ during which each owned the property. 

Although the provisions of the section appear on the surface to be quite 

simple, the controversy concerning the rights of purchasers and sellers of 

real estate to the current deduction of property tax for income tax purposes 
continues because of confusion in applying the federal, state and local statutes. 


of the proposed regulations (issued January 
19, 1957) are devoted to the subject of Sec- 
tion 164(d), and the regulations recently 
issued under Section 1001(b) or Section 
1012 are lengthy. The local problems which 
arise in application of this section are: the 
determination of the various city, township, 
county and school real property tax years; 
ascertainment of when the owner is per- 
sonally liable for the tax or when the lien 
arises; and assurance that the actual amount 
of the tax being apportioned is the tax 
properly applicable to the real property tax 
years during which the sale occurs. Thus, 
the solution of these problems is not to be 
found solely within the scope of the In- 
ternal Revenue Code but must be partly 
resolved by an interpretation of the ap- 
plicable state laws and either the city 
charter or the township code. There are, 
however, several facets of the federal statute 
which first will bear examination. 


Problems Under 1954 Code 


Under the terms of Section 164(d), the 
purchaser and the seller, even if they have 
apportioned the current real estate tax be- 
tween them, cannot vary the effect of this 
provision of the Code which dictates who 
is to receive the respective portions of the 
deduction. This mandate requiring appor- 
tionment of the tax in a set manner reverses 
the equally rigid rule of nonapportionment 
previously applicable under the 1939 Code 
as interpreted in Magruder v. Supplee, cited 
above. As pointed out above, under the 


2 Even with the aid of laws imposing liability 
on the vendee, if he expressly assumed the tax 


Real Property in Michigan 


1939 Code the Supreme Court held that the 
entire deduction went to the party owning 
the property at the time the tax was im- 
posed, that is, when the personal liability 
or lien first arose. This result, said the 
Court, followed regardless of the parties’ 
contractual arrangements for apportioning 
the tax, as parties cannot change the in- 
cidence of local taxes (which was the key 
fact) by agreement.? As the new statute 
applies whether or not the parties apportion 
the tax (Proposed Regulations Section 
1.164-6(b)), it is important to obtain com- 
pensating adjustments because of this in 
the sales contract. The incidence of the 
property taxes under local law is now (with 
one exception) unimportant in determining 
who gets the income tax deduction, as the 
statute imposes a uniform federal rule 
which does not depend on the time when 
the lien or liability arose, but is based solely 
on the length of time during which each of 
the parties was the owner of the property 
in the real property tax year. Furthermore, 
the statute applies regardless of how many 
times the property is sold during a tax year. 
Local law, however, is still important in 
determining when the deduction may be 
taken and to what taxes the allocating pro- 
visions apply. 

As an example of the statute in opera- 
tion, assume the city and school real property 
tax years end June 30, 1957, and the total 
of such property taxes as previously as- 
sessed and paid in the prior months of July 
or December of 1956 for the tax years were 


the same result was reached, Milton L. Grahm, 
CCH Dec. 21,744, 26 TC 315 (1956). 
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$1,800; then, when the purchaser buys from 
the seller on April 30, 1957, the buyer will 
be entitled to deduct $300, or two twelfths 
of that tax, regardless of the fact that the 
seller paid the tax, as the buyer owned the 
property during the last two months of the 
property tax year.’ After the statute has 
operated to apportion current taxes, the 
city and school property tax which the pur- 
chaser pays the following July or December, 
1957, for these subsequent property tax 
years should, it would be presumed, all be 
deductible by him, as these taxes pertain 
to real property tax years following the 
property tax year in which the sale occurred. 
This treatment probably was that intended 
by Congress and is the position adopted in the 
proposed regulations (Section 1.164-6(b)), 
but the statute itself does not cover the 
problem, as Section 164(d) is of limited 
application. 

A peculiar situation presents itself here, 
as this new federal statute deals only with 
the allocation of real property tax relating 
to the real property tax year during which 
the sale occurred. If a real property tax lien 
or personal liability arises under local law 
prior to the sale and the sale occurs prior to 
the real property tax year, then Section 
164(d) by its terms does not apply to allocate 
this tax. As such a property tax is imposed 
on the seller and relates to a future property 
tax year, presumably the rule of Magruder 
v. Supplee, cited above, would still control 
and the seller would get the deduction, as 
the allocation provision does not cover the 
problem. Such a situation where the liability 
arises prior to the real property tax year is 
possible in Michigan and elsewhere,‘ as the 


* The tax should actually be allocated on the 
basis of days of the tax year falling before and 
the remaining days of the tax year beginning 
with the date of sale rather than months as 
used in the example. 

4 Milton L. Grahm, cited at footnote 2, a 
Connecticut case where a tax on property sold 
in November prior to the tax year commencing 
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personal liability for the tax assessed can 
and often does relate back to ownership 
prior to the real property tax year. For 
example, the factual situation in Gilken Cor- 
poration v. Commissioner, 49-2 ustc § 9342, 
176 F. (2d) 141 (CA-6), if presented under 
the 1954 Code, should still result in the 
same decision. There the court found that 
the City of Detroit real estate taxes became 
a personal liability of the owner from the 
time they were listed for assessment in 
April, 1940, and consequently denied the 
taxpayer (Gilken Corporation), which pur- 
chased the property in June, the right to 
deduct the taxes it paid in July and De- 
cember, 1940, for the real property tax year 
commencing July 1, 1940, A similar factual 
situation arose in Simon J. Murphy Company, 
cited above, where the Commissioner un- 
successfully sought to deny an accrual basis 
taxpayer the right to accrue and deduct 
Detroit and Wayne County taxes on Janu- 
ary 1, 1950, when the property was sold to 
an alleged related taxpayer on January 11, 
1950. It was “not disputed that under the 
Michigan statute and Detroit Ordinance the 
real estate taxes accrued on January 1, 
1950.” The city tax year commenced July 
1. As in each of these situations the sale 
occurred and the city tax in question became 
an admitted personal liability prior to the 
commencement of the real property tax year, 
Section 164(d) could not have allocated the 
deduction for the city taxes later paid by 
the buyer. Instead the courts should reach 
the same decision under the 1954 Code as 
they did under the 1939 Code, that is, the 
deduction goes to the person upon whom 
local law imposes the tax.’ The language 


in April related back to ownership as of the 


prior October. 
the deduction. 

5 Simon J. Murphy Company, cited above, con- 
tains broad dicta to the contrary, but it is ap- 
parent that its statement would only apply to 
the 1950 county tax there in question. It is 
true that Sec. 164(d), if in effect, would have 
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of Section 164(a) construed in Magruder v. 
Supplee, cited above, is substantially the 
same; consequently, it remains important 
when personal liability for real estate taxes 
or the lien for such taxes arises for, if it is 
prior to the real property tax year and a 
sale of the property is made prior to such 
a tax year, the language of the statute will 
not invoke the aid of Section 164(d) in 
allocating the deduction. 


Proposed Regulations Section 1.164-6(b) 
attempts some constructive legislation in 
this field by stating that even though the 
lien or liability is imposed on the seller by 
local law and the sale occurs prior to the 
real property tax year (thus precluding 
application of Section 164(d)), “(i) the 
seller may not deduct any amount for real 
property taxes for the related real property 
tax year, and (ii) the purchaser is allowed 
a deduction for the full amount of such 
taxes for the taxable year they are 
paid or accrued by him.” The reverse of 
this situation, where the real property tax 
year precedes the sale and the personal 
liability or lien, is also treated on the same 
theory, that is, that the owner of the prop- 
erty during the property tax year gets the 
deduction if he pays the tax or apparently 
has a credit taken against the price for the 
amount of the tax. If the purchaser in the 
first situation (which can exist in Michigan) 
or the seller in the latter one pays the tax, 
the result is certainly equitable, but if the 
tax in either situation is paid by the person 
on whom it is imposed by local law, that 
person is denied the deduction and possibly 
the addition to basis. These proposed 
regulations are a complete reversal of the 
prior rule under the 1939 Code, that taxes 
are deductible by the person upon whom 
they are imposed; instead they allocate the 
tax whether or not the taxes pertain to the 
real property tax year of sale. Unfortu- 
nately, Congress failed to put any such 
broad language in the 1954 Code to effect 
this change, For that reason it would seem 
that where Section 164(d) fails to apply, 
the language of the prior statute, which is 
still contained in Section 164(a) and in 
Proposed Regulations Section 1.164-1, would 
be interpreted as before, and taxes not 
relating to the property tax year of sale 
should be deducted only by persons on 
whom they are imposed. Only time and 
litigation will bring an answer and, in the 
meantime, taxpayers will probably apply 
the regulations if favorable to them, or 


(Footnote 5 continued) 
allocated almost one half of the city tax previ- 
ously paid in July, 1949, by the taxpayer to the 
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follow the old rule if that is to their ad- 
vantage. To protect an (accrual) buyer’s 
right to the deduction under the proposed 
regulations where both the liability arises 
and the sale occurs prior to the real prop- 
erty tax year, it might be wise to expressly 
state in the agreement that the buyer 
agrees that all taxes for the coming prop- 
erty tax years are his liability in order to 
perfect his right to the accrual. 


When Are Taxes a Liability: 
Federal Rule 


For years tax practitioners have relied 
on the Commissioner’s I. T.’s and rulings 
as to when real property taxes are accruable 
for the purpose of fixing the date on which 
they become a personal liability. In Michi- 
gan, for example, Rev. Rul. 39, 1953-1 CB 
79, stated that the liability for all real prop- 
erty taxes accrued on January 1. Such a 
holding would apply equally to a cash basis 
taxpayer in determining when a personal 
liability arose for the tax. Such rulings 
should not be accepted without question, 
however, as the Tax Court has in several 
instances overturned them when the ques- 
tion was specifically raised. In Keil Prop- 
erties, Inc., CCH Dec. 21,249, 24 TC 1113 
(1955), involving a Delaware statute (simi- 
lar to Michigan’s), the court refused to 
agree that the liability for tax accrued or 
arose on the assessment date prior to the 
lien date. It reasoned as follows: “Real 
property taxes cannot accrue to the tax- 
payer until both the tax base and the rate 
of taxation are determined and until the 
tax becomes due and payable and a lien on 
assessed property or personal liability at- 
taches, as the case may be.” In effect, the 
court held that there was no liability until 
the July 1 lien date, as the so-called assess- 
ment prior to the lien date was made before 
any of these important factors were deter- 
minable. Revenue Ruling 56-145, I. R. B. 
1956-15, 20, followed this decision in 
Delaware. Similarly, in Asthmanefrin Com- 
pany, Inc., CCH Dec. 21,595, 25 TC 1139 
(1956), and Rev. Rul. 56-392, I. R. B. 
1956-33, 14, pertaining thereto, the same 
decision was reached, that is, taxes did 
not become liabilities until the lien date, as 
on the assessment date, no personal liability 
attached. 


In Michigan the question as to whether 
taxes are a personal liability is not free 
from doubt where county, school and state 
taxes are involved, but in most instances, 


purchaser, but it should have no effect on the 


July, 1950 city tax there in question. 
® See footnote 1. 
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city charters expressly assert a personal 
liability on the assessment date. In Gulf 
Refining Company v. Perry, 303 Mich. 487 
(1942), involving a City of Lansing prop- 
erty tax, it was expressed to be a personal 
liability. Attorney General’s Opinion No. 
1285 (August 28, 1950) expressly recog- 
nizes, however, that the purchaser, after 
the assessment date but prior to the lien 
date, is liable for the city, county and school 
tax assessed to the seller, and the opinion 
finds excellent support in Sayers v. McKeever, 
211 Mich. 249 (1920). Thus, despite the 
language in Gilken Corporation, cited above, 
and the acquiescence by government coun- 
sel in Simon J. Murphy Company, cited above, 
that the county and school as well as the 
city taxes in Michigan were a sufficiently 
fixed personal liability to accrue on January 
1, it would not be surprising to see this 
theory overturned or restricted to accrual 
basis taxpayers in view of the decisions in 
Keil Properties, Inc., and Asthmanefrin Com- 
pany, both cited above. 


Income on Recovery of Prior Deduction 

If a property tax were paid or accrued 
during the calendar year and deducted by 
the seller on his income tax return, and if 
the seller sold the property on the subse- 
quent January 1, the statute would appor- 
tion one half the entire related tax to the 
buyer for the tax year July 1 to June 30. 
The vendor would (according to the Senate 
Finance Committee and the Conference 
Committee report) have to report as income 
in the year of sale the amount of the tax 
he deducted in the prior year as a recovery 
of a prior tax.’ This is a difficult concept 
to agree with unless the purchaser is 
deemed to have repaid the seller for the 
tax; but without any such actual agreement, 
this theory is hard to accept. That the out- 
of-pocket seller has realized income and 
made a recovery of a prior deduction does 
not automatically follow from the fact that 
a deduction is given to a buyer for taxes 
he didn’t pay. Without something definite 
in the statute, mere statements in the Con- 
gressional committee reports should not 
create income nor amend the law. Perhaps 
Section 164(b)(7), which prohibits a deduc- 
tion for taxes allocated by subsection (d) 
to another taxpayer, might apply and retro- 
actively deny the deduction to the seller, 
but this would be contrary to the annual 
accounting concept, and the regulations 
obviously do not use this approach as they 
state that the recovery is includable in 

7 Sec. 111; Proposed Regulations Sec. 1.1646 
(d)(3) also restates this proposition. 
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gross income in the taxable year of sale, 
not the year of payment of the tax. There 
is one thing certain: The Commissioner 
will not allow both buyer and seller to 
claim the deduction in this situation without 
a strong argument, and this section seems 
to reflect one of the reasons for many state- 
ments that the 1954 Code will be a renewed 
source of litigation for years to come. 


Effect on Basis and Amount Realized 


The other questions which arise because 
of Section 164(d) are the determination of 
the “amount realized” by the seller (Section 
1001(b)) and the “adjusted basis” for the 
purchaser (Section 1012). Section 1001 (b) (1) 
and (2) provide that in determining the 
amount realized upon a sale by the owner 
of realty, nothing need be added for amounts 
received as reimbursement of taxes which 
are treated under Section 164(d) as imposed 
on the purchaser, but that there must be 
added to the amount realized under subsec- 
tion (b)(2) the amount of taxes actually 
paid by the purchaser which under Section 
164(d) were allocated to the owner-seller. 
This language is subject to several qualifica- 
tions and conditions. 


Section 1012 provides that the purchaser’s 
basis is his cost, which does not include 
taxes treated as imposed on the purchaser, 
that is, if he can deduct them they can’t 
be capitalized. Section 1012, however, fails 
to provide a provision reciprocal to Section 
1001(b)(2) above, which would allow the 
purchaser to add to his cost basis the pay- 
ments by him of the taxes which are not 
deductible by him, that is, the ones which 
were treated as being imposed on the 
former owner. Proposed Regulations Sec- 
tions 1.1012-1(b) and 1.1001(b)(2) again fill 
the gap and hold that the basis may be 
increased. In the absence of an express 
agreement to pay or an actual lien or legal 
liability imposed on the seller for the tax 
which the purchaser has either agreed to 
or is required to assume, it is questionable 
whether this voluntary expenditure by him 
is an addition to his basis. Such points 
should be covered by agreement in closing 
a transaction in view of the lack of statutory 
support for the regulations. Section 1012 
does clearly state, however, that nothing 
shall be added to the purchaser’s basis for 
taxes allocated to him by Section 164(d). 
The general or controlling principle of Sec- 
tion 1001(b) and Section 1012 is that taxes 
which are allocated by Section 164(d) to 
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the respective buyers or sellers do not 
affect their basis or the amount realized. 
However, once the allocation has been de- 
termined, then to the extent that one or 
the other assumes or has paid the tax 
deemed to be imposed on the opposite party, 
he may adjust his amount realized or cost 
basis, as the case may be. Thus, if the 
purchaser agrees to or does assume the tax 
allocated to the seller, such taxes are 
added to the seller’s amount realized and 
presumably added to the purchaser’s cost 
basis (Section 1012). The seller would still 
get the deduction for such taxes. Similarly, 
if the seller has paid the tax, part of which 
is deemed to be imposed on the purchaser, 
and receives no reimbursement, then, ac- 
cording to Proposed Regulations Section 
1.1001(b) (4), the seller reduces his amount 
realized and the purchaser decreases his 
cost to the extent of the portion of the tax 
imposed on the purchaser. 


An example of the statute in operation 
best illustrates these principles. Assume 
property is sold for $20,000. No allocation 
or reimbursement is made between buyer 
and seller. Seller has paid $1,100 in tax, 
$400 of which is allocable to the buyer 
under Section 164(d). The result: 


(1) Seller deducts $700; buyer deducts 
$400. 


(2) Seller’s amount realized is $19,600. 
(3) Buyer’s cost is $19,600. 


This illustrates the principle that the 
buyer ‘is deemed to have reimbursed the 
seller for the amount of taxes allocated “for 
the purposes of deduction provided by 
§ 164(a).” The express purpose of Section 
164(d) concerning the allocation for a de- 
duction under Section 164(a) does not 
supply any presumption that an amount 
was “received as reimbursement for taxes” 
as required by Section 1001(b) and, per- 
haps, if the amount becomes material in 
later determining gain or loss or deprecia- 
tion, a buyer could legitimately dispute this 
presumption. Following the regulations in 
the above example, it is obvious if the 
seller can persuade the buyer to reimburse 
him for the tax, he can treat it as capital 
gain, that is, if the buyer paid the seller the 
$400, the seller realizes $20,000, not $19,600, 
and has actually received $20,400. The 
buyer’s basis increases accordingly to 
$20,000, although actually he has paid 
$20,400. 


Assume the same purchase price of 
$20,000 and that $1,100 of taxes for the 
real property tax years involved in the year 
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of .sale are all paid by the buyer, $600 of 
which were allocable to the seller under 
Section 164(d), and none of which are 
reimbursed by the seller. Proposed Regula- 
tion Sections 1.1001-1(b) and 1012-1(b) 
state (apparently contrary to the House 
and Senate committee report) that the seller 
realizes $20,600 and the buyer’s cost basis 
is $20,600. The adjustments to basis and 
the amount realized are automatic and can- 
not be rebutted or changed by contract. 


Cash and Accrual Basis Taxpayers 
Get Deduction Without Payment 


A novel feature of Section 164(d)(2) is 
that a cash basis taxpayer is presumed to 
have paid the tax if at the time of the sale 
the other party is personally liable for the 
tax. If neither is liable at the time of the 
sale, then the presumption still applies if 
the other party holds the property when 
the lien attaches to the property, as then 
such other party is considered as being 
liable for the tax at the time of sale for 
the purpose of applying the presumption 
(prior or subsequent sales may be disre- 
garded). This exception allowing a deduc- 
tion prior to payment is contrary to the 
usual rule that a cash basis taxpayer may 
take a deduction only in the year in which 
the tax is actually paid. However, accord- 
ing to the statute, it applies to the seller 
only if the liability or lien arises after the 
date of sale, and to the purchaser only 
if the liability or lien arises prior to the 
date of the close sale. Otherwise, the seller 
or purchaser who owns the property on 
the date the liability or lien first arises may 
deduct only his portion of the tax in the 
year the tax is actually paid, regardless of 
who is ultimately the payor. 

The proposed regulations (Section 1.164-6 
(d)) introduce an additional concept and 
some limitations on the foregoing. For 
example, they state that the above rule does 
not allow the purchaser to deduct the tax 
eyen though it is a liability of the seller, 
unless it is also then payable by the seller 
and, if not already paid, is paid by the pur- 
chaser. The new concept (Proposed Regula- 
tions Section 1.164-6(d)(2)) states that a 
cash basis seller is allowed the deduction in 
the year of sale if he is liable for the tax 
or if the property has been liened and it 
is not yet payable. The statute itself does 
not go this far, but as the regulations’ only 
effect is to possibly change the year of 
deduction, the regulations will probably not 
be challenged. 
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The only variation from the aforedescribed 
treatment when accrual basis taxpayers are 
involved is that if they accrue taxes on the 
lien or liability date when they normally 
accrue rather than electing to accrue taxes 
ratably over the period to which the tax 
relates under Section 461(c), then the ac- 
crual basis seller may accrue the tax on the 
date of sale even though the lien or liability 
date has not yet arrived. The accrual basis 
purchaser who accrues the entire tax on 
the subsequent lien date may deduct only 
the balance of the tax because of Section 
164(b)(7) which denies him a deduction 
for taxes imposed by Section 164(d) on an- 
other taxpayer. Conversely, if the accrual 
basis seller had already passed the assess- 
ment or lien date and, therefore, accrued 
the entire tax, he would have to report as 
income the part of the tax apportioned to 
the purchaser if he had previously received 
a tax benefit for the deduction (Proposed 
Regulations Section 1.164-6(d)(3)). This 
latter rule also applies to cash basis tax- 
payers who have deducted a tax paid by 
them in the prior year, part of which tax 
is, at the time of the sale, allocated to the 
purchaser (Section 111). It is regarded as 
a recovery of a “prior tax,” as mentioned 
previously. 


Application of 164(d) Under State Law 


In applying these general principles of 
the federal statute to owners of Michigan 
real property, a few observations which 
might be helpful can be made. 

Each city in Michigan, if it is incorpo- 
rated under the home rule statute which 
allows the city to draw and amend its own 
charter within certain bounds, has the 
privilege of adopting or changing to any 
fiscal year it wishes. Many cities in this 
status have adopted a July 1 to June 30 
fiscal year and, for such cities, the fiscal 
year is their real property tax year. The 
city tax is usually levied and collected in 
July and becomes a lien in July. This is 
the current tax for the July 1 to June 30 
year. This tax is to meet the annual budget 
and is required to be levied annually by the 
home rule statute (Section 3(g) and Sec- 
tion 3(h)) in order to meet the budget re- 
quirements on a cash basis. Other cities 
which have been incorporated under legisla- 
tion based on population which classifies 
the cities, for example, as fourth- or fifth- 
class cities, have their fiscal year spelled out 
in the statute. For instance, fourth-class 
cities have a fiscal year commencing the 


® This provision is discussed more fully here- 
after. 
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first Monday of March or October. Cities 
which have been incorporated under special 
local acts have had their fiscal years set by 
the act or their charter, and reference to 
such act or local charter must be made to 
ascertain their fiscal years. 


The purpose of ascertaining the fiscal 
year or tax year is to determine in each 
instance what part of the “real property 
tax year” fell before and after the sale. 
In addition to the city or village taxes, the 
county tax year and school tax year also 
must be considered. As Michigan Statutes 
Annotated, Section 7.81, specifies that each 
statement and receipt for taxes of the 
county, township, city or village shall contain 
a statement setting forth the fiscal year of 
the governing unit, the property tax year 
can easily be ascertained by checking one’s 
tax receipts. The school tax year is not 
included in this requirement but it is usually 
on the receipt as well. The statute does not 
specify, however, contrary to the interpreta- 
tion of many taxpayers, that the year set 
forth on the receipt is the year for which 
the tax is assessed.* The county fiscal year 
runs from January 1 to December 31 and 
the school tax year is usually from July 1 
to June 30. Both of these periods are fixed 
by statute with respect to counties under 
500,000 and school districts of the first and 
second class; however, the other units seem 
to follow this rule as well. 


The problem of ascertaining when the lia- 
bility or the lien for the tax first arose is 
important to the cash basis taxpayer be- 
cause of the basis problems previously dis- 
cussed and also because of the provisions 
of Code Section 164(d)(2), allowing the 
taxpayer to “be treated as having paid” 
the tax allocated to him, which applies only 
if the other party to the sale is liable for 
the tax or holds the property when the 
lien first arises. Thus, if a sale took place 
in October, 1955, after the city tax lien had 
attached and prior to payment, the seller 
could not deduct the portion of the city 
tax allocated to him in his 1955 calendar 
year tax return if the purchaser delayed 
paying the tax until 1956. The problem is 
particularly acute in Michigan because of 
Michigan Statutes Annotated, Section 7.2, 
which provides that January 1 is the tax 
day in Michigan for all assessing districts. 
Taxes assessed in Michigan are claimed by 
the Internal Revenue Service to be the 
personal liability of the owner (Michigan 


(Continued on page 496) 
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How to 


ualify 


and 


rganize 


a Tax-Exempt 


Foundation 


By DAVID REIFER 


Seine private tax-exempt foundation is a 
phenomenon of the past decade or more. 
Although there were many foundations in 
the 1940’s and prior thereto, the growth of 
foundations was accelerated probably as a 
result of the high surtax brackets. There 
are many more tax advantages and savings 
in private foundations than people ordinarily 
realize. Contrary to the general belief, the 
use of the tax-exempt foundation is not 
limited to families of great wealth. Of 
great interest is a directory of 5,000 founda- 
tions which was prepared and issued by the 
Russell Sage Foundation several years ago. 
It shows that over 80 per cent of the founda- 
tions had assets of less than $50,000. It has 
been estimated that approximately 32,000 
organizations were exempt under former 
Section 101(6), pursuant to which charitable 
foundations were granted exemption.’ 


The purpose of this article is to present 
a summary explanation of what a tax-exempt 
foundation is, its major advantages, the 
areas of danger in its operation, and, par- 
ticularly, details as to the form and pro- 
cedure to be followed in organizing and 
obtaining tax exemption for the foundation. 
In addition, several other areas of interest 
and danger are noted. 


Although proposed regulations on exempt 
organizations were released on January 21, 
1956, no attempt has been made in this 
article to analyze these regulations.” 


The private charitable foundation offers 
at least three separate benefits: 


1 Proceedings of New York University Second 
Biennial Conference on Problems of the Chari- 
table Foundation, p. 5. 


Tax-Exempt Foundation 


Tax-exempt foundations are and will 
continue to be a vital force in 
charitable giving. If operated 
exclusively for philanthropic purposes 
and if not abused by their 

creators, foundations are an 
important factor in estate planning 
where one of the major concerns 

is the continuation of control of 

a closely held family corporation. 
In this article Mr. Reifer 

presents an explanation of what 

a tax-exempt foundation is, its 
advantages, danger areas, and 
details to be considered in forming 
it and obtaining tax exemption. 


(1) A charitable foundation is one of the 
most effective techniques and, at times, the 
only method of keeping a business in a 
family in the face of the substantial taxes 
levied on an estate. 


(2) A private foundation is a method 
whereby capital funds may be built up. 


(3) A private charitable foundation permits 
the taxpayer additional leeway in choosing 
charitable beneficiaries and, in addition, the 
taxpayer whose earnings fluctuate is per- 
mitted through the foundation to maintain 
his annual charitable contributions at a con- 
sistent level. 


How Foundation Helps Keep Business 
in Family 


Mr. M is married and has two sons to 
whom he wants to leave his business. He 
has a gross estate of $1,500,000, including 


? However, see discussion on proposed regula- 
tions in Journal of Taxation, November, 1956, 
p. 298, by Young and Galvin, where it is stated 
that the proposed regulations do not clarify 
the tax status of ‘‘exempt organizations.”’ 
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stock in a closely held corporation which 
will probably be valued at $1 million; the 
corporation has $100,000 in common stock 
and $500,000 in preferred stock outstanding. 
The estate has liquid assets of $500,000. 
Mr. M’s will provides for the marital de- 
duction. Assuming he predeceases his wife, 
the total death taxes would be about $200,000. 
However, should his wife predecease him, 
the total death taxes and probate and ad- 
ministrative expenses would run well over 
$500,000, which would consume substantially all 
the liquid assets of the estate. Mr. M has 
an adjusted gross income of $75,000 and is 
in the 65 per cent tax bracket. 


A plan is evolved whereby a private chari- 
table foundation is created. In accordance 
with the plan, the foundation is to get 
$500,000 of preferred stock of the family 
corporation, as follows: 


Each year gifts will be made to the 
foundation equal to the maximum charitable 
deduction, which would be 20 per cent of 
$75,000, or $15,000. During a period of 15 
years (Mr. M is 50 years of age), the 
foundation would have obtained preferred 
stock in an amount of $225,000. Assuming 
that Mr. M dies on his sixty-fifth birthday, 
the balance of the preferred stock held by 
Mr. M—$275,000 ($500,000 minus $225,000) 
—would go directly from the estate to the 
foundation. Thus, at Mr. M’s death the 
foundation would have $500,000 in preferred 
stock of his family corporation. The tax 
cost to Mr. M and his estate is as follows: 


Annual contributions—aggregate 
($15,000 for 15 years)........ $225,000 
Taxable bracket of Mr. M... 65% 


Income tax savings—65 per cent 
of $225,000... 
Estate tax savings—$500,000 at an 
average of 35 per cent*.......$175,000 
*It is assumed that the income tax savings 
are not accumulated to increase the estate. 


* Goodman, ‘Pension and Profit-Sharing Trust 
Investments Under the Income Tax Law,'’ 32 
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Total savings—approximately. .. .$325,000 
Preferred stock in foundation... .$500,000 
Net cost—difference........ .. $175,000 


By this move, the maximum potential tax 
to the estate has been reduced from $500,000 
to $325,000, which means that the estate will 
be liquid. Further, the estate of Mr. M 
would be in a position to have the corpora- 
tion redeem sufficient common stock to pay 
death taxes and funeral and administration 
expenses. At the same time, the preferred 
stock is owned by the charitable foundation, 
which Mr. M controls during his lifetime 
and his sons or family control after him. 


Still another approach, which is of ex- 
treme interest, is a transfer of life insurance 
to the foundation, coupled with a buy-and- 
sell agreement. The donor is thus afforded 
a ready market for his shares in a closely 
held corporation at his death and, at the 
same time, his family can retain control of 
the business through the foundation. In 
addition, a charitable deduction is obtained 
for the value of the insurance. The Pension 
Trust Branch of the Internal Revenue Serv- 
ice has ruled that such an arrangement is 
acceptable, provided the price is fair.‘ 

The most dramatic example of the suc- 
cess achieved in reducing estate taxes is, of 
course, the Ford Foundation. The Ford 
Foundation obtained about 90 per cent of 
the stock in the Ford Company, thus re- 
ducing the taxable estates of Henry and 
Edsel Ford. The balance of approximately 
10 per cent, representing the sole voting 
stock, was retained by the Ford family, 
giving them voting control. 


Using Foundation to Build Capital 


An additional attractive feature of the 
foundation is the possibility of building 
Taxes 183, 187 (March, 1954)’; Ross, ‘‘Founda- 
tions Established by Individuals,’’ Proceedings 


of New York University Fourteenth Annual In- 
stitute on Federal Taxation (1956), p. 126. 
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capital. For example, Mr. P owns a pros- 
perous corporation which shows a net in- 
come of $200,000 after paying the owner a 
salary of $50,000 a year. The corporation 
can give the maximum charitable deduction 
to the foundation, which would be 5 per 
cent of $200,000, or $10,000 a year. In 
addition, Mr. P could give the personal 
maximum, which would be 20 per cent of 
$50,000, or $10,000. Thus, between the cor- 
poration and the individual, $20,000 annually 
would be donated to the charitable founda- 
ation. The cost after tax in the case of the 
corporation would be approximately 40 per 
cent of $10,000, or $4,000; the cost after tax 
to the individual would also be 40 per cent 
of $10,000, or $4,000. Thus, at a total after- 
tax cost of $8,000, the corporation and 
individual could provide $20,000 for the 
foundation. On this basis, the foundation 
would have capital of $100,000 at the end 
of a five-year period. Although the founda- 
tion must use the income from its capital 
exclusively for charitable purposes, the cor- 
pus of the foundation is available as a 
source for borrowing. The charitable status 
of the foundation would not be affected as 
long as the loan is made at a reasonable 
rate of interest and is reasonably secured.° 
Thus, the foundation, in effect, could be- 
come a depository of funds that Mr. P, for 
example, could not ‘otherwise accumulate 
for operating, expanding or diversifying his 
business interests. Mr. P might have the 
opportunity to gain control of another cor- 
poration, using part of the foundation funds 
to buy its stock. However, it is obvious 
that the investment must be sound, so that 
the foundation could earn reasonable divi- 
dends with which to carry on its charitable 
activities. 


How Foundation Aids Gifts to Charity 


The third advantage of a private founda- 
tion might be illustrated by this situation: 


Mr. R would like to make a gift of 
$100,000 to a school. His annual charitable 
limitation is $25,000. His solution would be 
to set up a private charitable foundation 
and to contribute to it the maximum de- 
ductible amount—$25,000 a year for four 
years. At the close of the period, the 
foundation could then turn over $100,000 to 
the school. 


Another situation would be where Mr. 
T’s earnings fluctuate; one year they might 


5See discussion under 
tions.’"’ 


“Prohibited Transac- 
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be high, for example, $100,000, and the next 
year they might be down to $30,000. His 
standing in the community calls for annual 
charitable contributions of $7,500. Mr. T 
cannot afford that much in the off years, 
since the maximum deduction on $30,000 
would be 20 per cent, or $6,000. By setting 
up a private foundation to which he con- 
tributes the maximum amount each year, 
his foundation thereafter can make charitable 
contributions at a steady rate of $7,500 each 
year, once the plan is fully effective. 


Thus, the private charitable foundation 
assures the right to take the fullest possible 
deduction for charitable contributions each 
year. The donor, at the same time, has discre- 
tion both with regard to the timing of the 
gifts and the designation of the beneficiary. 


What Is a Foundation? 


A foundation is a nonprofit organization. 
It has its own fund; its income and prin- 
cipal are used for the public welfare; it may 
be a corporation or a trust. Statistically, 
corporations appear to be favored. How- 
ever, the choice of form in any particular 
situation depends upon the particular cir- 
cumstances involved. From the standpoint 
of establishing the organization, the trust 
form seems to have an advantage since 
state incorporation laws vary. In states like 
New York, Georgia, Maine, Missouri, Penn- 
sylvania and Virginia, judiciary approval is 
required before a certificate of incorporation 
will be accepted. In other states, like 
Mississippi, the governor’s approval is re- 
quired, and in Massachusetts, an adminis- 
trative official’s approval is required.* 


In regard to the corporate form, there is 
a choice between a stock corporation and a 
nonstock membership corporation. Gener- 
ally, the secretary of state or other official 
charged with receipt of certificates for filing 
resists the filing of a certificate of a stock 
corporation to act as a charitable founda- 
tion, since stock corporations normally are 
in the business of making profits. It has 
been suggested, if a stock corporation is 
desired to act as a charitable foundation, 
that the certificate first be filed in the State 
of Delaware, which state will accept this 
type of certificate. Thereafter, the corpora- 
tion can qualify as a stock corporation in 
the home state. However, certain states 
permit the organization of corporations 
without issuing stock. These are known as 
membership corporations. Under Section 


* Byer, ‘“‘Techniques in Foundation Organiza- 
tion,’’ Proceedings of New York University 
Fourteenth Annual Institute on Federal Taxa- 
tion (1956), p. 4. 
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10 of the Membership Corporation Law of 
New York, five or more persons may form 
such an organization. 

The advantage in using a stock corpora- 
tion is primarily the limited liablity to which 
the stockholders in that type of corporation 
are subject, whereas the common law and 
the statutory law with regard to the liability 
of members of a membership corporation 
have not developed with the same certainty.’ 

A charitable trust may be created by will 
or by inter-vivos transfers. A charitable 
foundation may be created through the 
formation of a charitable trust. Under Sec- 
tion 13 of the Personal Property Law of 
the State of New York, educational and 
charitable trusts may continue for such 
time as they are necessary to accomplish 
the purposes for which they were established. 


The principal tax factors in connection 
with the choice as to whether the founda- 
tion should be a corporation or a trust are 
as follows: * 


(1) If the use of the funds is to be out- 
side the United States, the foundation 
should be in corporate form. 


(2) In the event the foundation loses 
its exemption, the tax consequences will 
vary, depending upon whether the founda- 
tion is a trust or a corporation. If it is a 
trust, its taxable income would be subject 
to individual rates and, in computing tax- 
able income, it would be allowed a charitable 
deduction as would an individual. On the 
other hand, if it is a corporation, its taxable 
income would be subject to corporate rates 
and its charitable deduction would be de- 
termined and limited to its status as a 
corporation. 


(3) If the foundation should become 
taxable on unrelated business income, the 
amount of tax will vary, depending upon 
whether it is a trust or a corporation. 


Requirements for Exemption 


The foregoing outlines some of the uses, 
advantages and dangers involved in a tax- 
exempt foundation. The limit of space does 
not permit a full and detailed discussion of 
these highly technical provisions. 


‘Kramer, ‘‘Problems in Foundation Organiza- 
tion and Qualification,’’ Conference on Chari- 
table Foundations, pp. 8-9. 

‘Sugarman, ‘‘Foundations Established for 
Corporate Giving,’’ Proceedings of New York 
University Fourteenth Annual Institute on Fed- 
eral Taxation (1956), p. 90. 

* Code Sec. 501(c)(3); also, Keir, ‘‘What Is a 
Charity,”"’ Proceedings of New York University 
Fourteenth Annual Institute on Federal Taxa- 
tion (1956), pp. 19-46; Sugarman, ‘Current 
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In order to obtain exemption, a founda- 
tion must meet the following requirements : ° 


(1) It must be created and operated ex- 
clusively for charitable or other designated 
public purposes. 


(2) No part of the earnings of the 
foundation may inure to the benefit of any 
shareholder or individual. 


(3) No substantial part of its activities 
may consist in carrying on propaganda, or 
otherwise attempting to influence legislation. 


(4) It may not participate in any way 
in any political campaign on behalf of any 
candidate for public office. 


Although there is no requirement that 
an organization obtain a ruling concerning 
its exempt status, it is obviously always 
sound procedure to do so to avoid the 
challenging of a deduction on a contributor’s 
return. 


Once granted an exemption, a foundation 
can lose it for any of three types of activities : 
engaging in prohibited transactions, unrea- 
sonably accumulating income or failing to 
operate exclusively for exempt purposes. 


Prohibited Transactions 


A prohibited transaction is one in which 
a foundation does any of the following acts 
with certain designated persons: ” 


(1) lends any part of its income or 
corpus, without the receipt of adequate 
security and a reasonable rate of interest; 


(2) pays any compensation in excess of 
a reasonable allowance for salaries, or other 
compensation for personal services actually 
rendered; 


(3) makes any part of its services avail- 
able on a preferential basis; 


(4) makes any substantial purchase of 
securities or any other property for more 
than adequate consideration, or sells any 
part of its security or property for less than 
adequate consideration; 


(5) engages in any other transaction 
which results in a substantial diversion of 
its income or corpus. 


Issues in the Use of Tax-Exempt Organiza- 
tions,’’ 34 Taxes 795 (December, 1956); Powell, 
‘“‘What Is a Charity,’’ Conference on Charitable 
Foundations, pp. 41-54. 

% Code Sec. 503(c); Powell, work cited at 
footnote 9, at pp. 61-76; Weyher and Bolton, Jr., 
“Loss of Charitable Status Because of Pro- 
hibited Transactions and Unreasonable Accumu- 
lations,’’ Conference on Charitable Foundations, 
pp. 55-70. 
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In any of the five foregoing types of 
transactions, careful attention should be 
given to standard banking practices. It 
might be advisable to get letters and 
opinions from disinterested experts in vari- 
ous fields as substantiating evidence as to 
what would be considered adequate security 
and reasonable interest. Where there is a 
doubt, it might be a good idea to request 
a ruling from the Internal Revenue Service.” 

The persons with whom the foundation 
is prohibited from doing any of these acts 
include its creator, a substantial contributor 
to the foundation and a member of the 
family (spouse, brother, sister, ancestor, 
descendant), and a corporation controlled 
by any of the above through ownership of 
50 per cent or more of either the voting 
power or total value of its stock. 


The statute does not prohibit all sales, 
etc., between the foundation and an inter- 
dicted person. Transactions are prohibited 
in these cases only if the terms are not 
fair to the foundation. An interdicted per- 
son may borrow money from the tax-exempt 
foundation if the interest and security are 
adequate.” The donor, in addition, may 
receive compensation for services rendered 
to the foundation if the amount is reason- 
able. Additionally, he may sell property or 
buy property from the foundation, again 
provided the consideration is adequate. It 
is noted that difficult factual questions 
might be involved, namely, what is the 
interest rate on the loan payable? Is secur- 
ity needed? Was the price of the property 
fair? Was the donor’s salary reasonable and 
are the purchases and sales substantial? 


Unreasonable Accumulation of Income 


Exemption may be lost to the foundation 
through unreasonable accumulation of in- 
come. This refers to income of both present 
and past years, which is not paid out at the 
end of the present year. The loss of ex- 
emption will occur if such income is either 
(1) unreasonable in amount or duration for 
carrying out the exempt purpose of the 
foundation, (2) used to a substantial degree 


1 See Rev. Proc. 57-5, I. R. B. 1957-4, 30, as to 
the procedure in connection with the issuance 
by the national office of notification letters and 
granting of conferences with respect to cases 
involving prohibited transactions. 

122 See Cummins-Collins Foundation, CCH Dec. 
17,927, 15 TC 613 (1950). 

18 Rev. Rul. 54-420, 1954-2 CB 128. 

1% Code Sec. 504; Mansfield, ‘Foundations: 
Unreasonable Accumulations,"’ Proceedings of 
New York University Fourteenth Annual Insti- 
tute on Federal Taxation (1956), pp. 47-60; 
Weyher and Bolton, Jr., work cited at foot- 
note 10. 
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for purposes other than those for whicli it 
is exempt, or (3) invested in such a manner 
as to jeopardize the carrying-out of the 
exempt purpose. The Internal Revenue 
Service has taken the position that the pay- 
ment of debts constitutes an accumulation.” 


Although there are no decided cases on 
the subject of wrongful investment, it might 
be presumed that this refers to the purchase 
of nonincome-producing property or of in- 
vestments so speculative as to endanger 
seriously the entire principal invested.“ 


The rule against accumulations does not 
apply to capital gains on property held for 
investment, provided these gains are rein- 
vested in income-producing property within 
a reasonable time. 


Failure to Operate Exclusively 
for Exempt Purposes 


A third way of losing an exemption is 
by failing to operate exclusively for charitable 
or other stated public purposes. This would 
include such actions as the making of 
grants which are not charitable in nature 
or engaging in political activities.” 


Unrelated Business Income 


In addition to the danger of losing its 
exempt status, as outlined above, the 
foundation can be subject to tax on its un- 
related business income. Unrelated business 
income refers to income derived from the 
carrying-on of a trade or business which 
is not connected directly or indirectly with 
the charitable or public character of the 
foundation. It may also include rental in- 
come from long-term leases where the 
property was purchased with borrowed 
funds. Unrelated business income does not 
include income from dividends, interest, an- 
nuities or royalties.” 


Setting Up a Charitable Foundation ** 


(I) Legal counsel is to draw the neces- 
sary incorporation papers. 


(II) The basic instrument of authority is 
the corporate charter. The supplementary 


4% See work cited at footnote 8, at p. 80. 

1%® Code Sec. 511; also, Greenbaum, ‘‘Business 
Dealings by Charities,’’ Proceedings of New 
York University Fourteenth Annual Institute 
on Federal Taxation (1956), pp. 127-148. 

™ See work cited at footnote 6, at p. 11: 
Rabkin and Johnson, 4 Current Legal Forms 
with Tax Analysis, Ch. 11; J. K. Lasser, editor, 
“How to Use Charitable Trusts and Founda- 
tions,"’ Handbook of Tax Techniques, pp. 1028- 
1031, illustrating the Ford Foundation articles 
of incorporation. 
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instrument of operation is a set of bylaws. 
In most cases the operation of the foundation 
rests with the board of directors, a board 
of trustees or a board of governors, which 
has the power to elect administrative officers. 


(III) For New York corporations, Sec- 
tion 10 of the Membership Corporation Law 
of New York applies. The following steps 
are to be taken: 


(A) Complete a certificate of incorpo- 
ration. Section 10 states that five or more 
persons may become a membership corpo- 
ration and that the certificate shall state: 


(1) the name of the proposed corporation ; 

(2) the purpose or purposes for which the 
corporation is organized (the federal statu- 
tory provisions indicating acceptable pur- 
poses should be followed; the statement of 
purpose should be broad; it should be in- 
dicated that any funds remaining at dis- 
solution will be distributed in accordance 
with the corporate purpose and with the 
approval of a supreme court justice; the cor- 
porate powers should be set out in detail, 
for example, to receive, to hold in trust, to 
manage, to sell and to exchange, in the 
manner provided for in the certificate, con- 
stitution and bylaws); 

(3) the territory in which operations are 
principally to be conducted; 

(4) location of office; 

(5) number of directors (not less than 
three); 

(6) names and residences of directors; 


(7) that all subscribers to the certificate 
are of full age; at least two thirds are 
citizens; at least one is a resident of New 
York State; at least one director is a citizen 
of the United States and a resident of New 
York State. 


(B) Draw up constitution and bylaws 
and provide for: 

(1) officers (choice, terms, powers and 
duties) ; 

(2) meetings; 

(3) salaries; 

(4) admission of members; removal; sus- 
pensions; withdrawal; 

(5) directors (terms, qualifications, elec- 
tion powers and liabilities). 


(C) Have the certificate of incorporation 
approved by a supreme court justice. 


% 1. T. 3220, 1938-2 CB 164. 
% Sugarman, work cited at footnote 9, at 


p. 797. 
2 Journal of Taxation, November, 1956, p. 299. 
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(D) Make the initial contribution to the 
foundation. 


(IV) As to directors, the inclusion on 
the board of directors of the donor and his 
family without any outsiders, in itself, will 
not prevent the foundation from being held 
to be tax exempt provided, of course, the 
Service is satisfied that the organization is 
intended to be operated for charitable pur- 
poses.“ However, if the donor or his family 
represents the entire board or its majority, 
a ruling for exemption will not be issued in 
advance of 12 months of operation.” Fur- 
thermore, the Service recently refused to 
rule in several situations where the boards 
of organizations seeking exemption were 
affiliated with the individual benefactor or 
the directors of a substantial corporate con- 
tributor.” As a precautionary measure it 
might be well to have some outside repre- 
sentative on the board of the foundation. 


(V) As to the initial contribution, until 
such time as tax-exempt status has been 
obtained it might be prudent to limit the 
amount of the contribution to the founda- 
tion. Further, if it is proposed to donate 
closely held corporate stock, such contri- 
bution should be deferred until the Service 
rules that the organization is tax exempt. 


Qualifying for Tax Exemption 


The charitable foundation should qualify 
in order to obtain tax exemption. If the 
foundation has been qualified ‘and is held 
exempt by the Service, this fact is published 
in a list of all such organizations ruled on 
for which deductible contributions may be 
made. Generally, the Service will not rule 
on the status of a foundation until it has 
sufficient actual operation, usually 12 months. 
In the event the ruling is favorable, the 
exemption certificate is retroactive to the 
inception of the organization, and charitable 
deductions may be claimed for the contri- 
butions made in the first year and there- 
after. Although the Service in some cases 
has issued a ruling prior to 12 months of 
operation, this is generally true for organ- 
izations receiving public contributions. It 
is understood that at the present time, rul- 
ings are being issued by the local district 
director’s office in cases in which the Service 
will rule before 12 months of operation have 
been completed. The national office is rul- 
ing on all family-type foundations. How- 
ever, under the plan of decentralization ™ 

Rev. Rul. 54-164, 1954-1 CB 88, 90; State- 


ment of Procedure Rules, I. R. B., 1955-29, 25, 
at p. 54; Rev. Proc. 56-33, I. R. B., 1956-42, 94. 
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the district directors’ offices should soon 
be handling these cases.” 


In applying for exemption, Form 1023 is 
required. In addition, the articles of incor- 
poration, the charter, bylaws and a record 
of the first year’s operation must be included. 
The application and forwarding data are filed 
with the district director’s office in the dis- 
trict where the foundation has been organ- 
ized. Family foundations are referred to the 
Exempt Organization Branch of the national 
office for a ruling. Although a ruling can 
generally be expected within four months 
after filing, occasionally the rulings have not 
been received within a year or even two 
after the data were filed with the local 
office. 


Foundations 
and Closely Held Corporations 


The use of foundations to perpetuate con- 
trol of closely held corporations through 
stock ownership of family foundations does 
not escape without criticism. It has been 
felt in some quarters that this is a sub- 
version of the purposes for which founda- 
tions have been granted tax exemption. The 
House in the 1950 Revenue Act proposed 
that the contribution of stock to foundations 
be denied a charitable deduction as a gift 
or bequest if the foundation receiving the 
stock and the corporation issuing it were 
controlled either directly or indirectly by 
the contributor or his family. It was further 
proposed that the deduction for contribu- 
tions of stock be denied where the rights to 
vote the stock with respect to its disposition 
were retained by the contributor or his 
family. The basis for these proposals was 
apparently the suggestion that a full and 
complete gift had not been made if the 
donor retained some of the stock in his 
own hands or the hands of-his family and 
retained control of the board of the founda- 
tion. These provisions were eliminated from 
the 1950 Revenue Act by the Senate with a 
comment by the Finance Committee that 
they overlook the fact that the donor or 
his family must use the property set aside 
in a foundation for charitable purposes, 
rather than for personal purposes. It was 
felt that the use of the foundation to con- 
tinue control of a closely held business in 
the family group was an important instru- 
ment to charitable giving, which if pro- 


2Flechner, “How to Organize a Personal 
. Foundation and Obtain Tax Benefits from It,’’ 
Journal of Taxation, November, 1955, p. 264. 

23 Sams, 42 American Bar Association Journal 
278; also, Sugarman, work cited at footnote 9, 
at p. 801. 
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hibited, would result in large funds being 
lost to public charity. In 1954 the special 
committee of the House of Representatives 
to investigate tax-exempt foundations and 
comparable organizations suggested to the 
Committee on Ways and Means that it con- 
sider denying tax exemption to any foun- 
dation which held more than 5 or 10 per 
cent of its capital in the securities of one 
enterprise. As yet, there has been no action 
on this proposal. 


However, Congress is taking measures to 
curb the use of charitable foundations as 
adjuncts to private enterprise and their em- 
ployment for purposes of personal gain. 
These curbs seek to eliminate dealings 
between foundations and their creators, etc., 
which are not at arm’s length. It is noted 
that definite legislative and administrative 
scrutiny has been directed to the use of 
charitable foundations for perpetuation of 
family control of private enterprises, and it 
cannot be said that restrictive legislative 
action will not be forthcoming in this area 
in the future. It has been indicated that the 
Treasury is sponsoring a bill to lay open to 
inspection the application for exempt status. 
Furthermore, it now appears that the Trea- 
sury Department is again considering whether 
under existing law it should concede that 
a charitable foundation may enjoy all its tax- 
exempt benefits, where control or affiliation 
exists between the charitable foundation 
and a substantial donor. There is serious 
doubt that the Treasury could successfully 
maintain such a position without legislative 
changes, except, possibly, in very extreme 
cases. It is also agreed that if any legis- 
lation is effected limiting a foundation’s 
having investments primarily in stock in 
closely held corporations, such legislation 
would not be made retroactive.” 


It is apparent, however, that individual 
taxpayers who are contemplating setting 
up foundations should proceed with some 
haste, particularly to organize these foun- 
dations initially with gifts other than the 
stock of a closely held corporation in order 
to get the exempt status. 


Remainder to Charity 


The impact of estate taxes may be dimin- 
ished by giving all the available income 
value to one’s heirs and by providing that 
the main beneficiary in the will shall receive 


*%*A recent informal conference by the author 
at the national office indicated that no action 
was being taken to deny exemption to founda- 
tions having investments primarily in stock of 
closely held corporations. 
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the income from the property for life, pro- 
vided that it shall go to charity upon the 
death of the life beneficiary. This method 
is of real value when there is no generation 
of heirs to enjoy the further use of this 
property.” This actually results in an in- 
crease in income to the life beneficiary. If 
the property had been given outright, the 
beneficiary would have income on a capital 
sum and the full value of the property 
reduced by the estate tax. However, if the 
property is turned over to the trust with the 
life income to the life beneficiary and the 
remainder interest to a charity, the estate 
tax falls on a very much reduced value and 
there is a larger fund working to provide 
lifetime income, Thus, if a lifetime bene- 
ficiary is 50 years old, approximately 48 
per cent of the value of the property is 
exempt; if he is 60 years old, the exemption 
is exactly 59.94 per cent; and if he is about 
70 years old, the exemption is approxi- 
mately 72 per cent. The following illustra- 
tion is submitted: 


A $500,000 estate may be made up of 
securities yielding 5 per cent. This is left 
to a 50-year-old beneficiary. If these secur- 
ities worth $500,000 were left outright, 


there would be only $375,000 remaining, 
after paying $125,000 in New York State 
and federal taxes, which would yield an 
annual income of $18,500. On the other 
hand, if $500,000 were bequeathed to the 
beneficiary for life and the remainder to 
charity, the estate tax would apply only to 
about $250,000. The estate tax liability would 
be about $47,000. The estate would, there- 
fore, have available an additional $78,000 
($125,000 minus $47,000), which would result 
in annual income of 5 per cent of $78,000, 
or $3,900 more than if the property were 
left to the heir outright. 


Conclusion 


Tax-exempt foundations will unquestion- 
ably continue as a vital force in charitable 
giving. If operated exclusively for philan- 
thropic purposes and if not abused by their 
creators, foundations are an important factor 
in estate planning where one of the major 
concerns is the continuation of control of a 
closely held family corporation. It appears 
to have the same status in tax planning as 
the family trust, family partnership and 
family corporation. [The End] 


RESPONSIBILITY FOR MAINTAINING STABLE ECONOMY 


“As 1956 came to a close . . . the 
major question in economic policy 
was: Can we, at a time of high em- 
ployment, rely on fiscal and monetary 
policy to curb inflationary pressures 
without at the same time unduly bur- 
dening major sectors of the economy 
and raising serious obstacles to the 
maintenance of economic growth?.. . 


“The President has repeatedly raised 
this question since the beginning of 
1957. He has concluded, apparently, 
that we cannot rely exclusively on the 
Federal Government’s monetary and 
fiscal policies if both of these objec- 
tives are to be simultaneously achieved. 
Rather he has urged leaders of labor 
and business to assume part of this 
responsibility by basing their wage 
agreements and price policies on con- 
siderations of maintaining a_ stable 
dollar. 


“ 


Since the President’s state- 
ment on this issue, I have been de- 
luged by inquiries—and I am sure 
many of my colleagues have had the 
same experience—from business and 





* Casey, ‘‘Estate Planning by the Donor,” 
Conference on Charitable Foundations, p. 137. 
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labor leaders as to how they are to 
know whether their policies and ac- 
tions are consistent with maintaining 
a stable price level. One sug- 
gestion in reply to these questions is 
that the President might appoint an 
‘Economic Stabilizer’ with whom labor 
and management representatives might 
consult to determine whether proposed 
wage agreements and price changes 
are consistent with overall price level 
stability. 


“T do not, frankly, believe that the 
President’s recommendation is a sat- 
isfactory solution 


“Tt seems to me, instead, that we 
must continue to rely on public poli- 
cies and actions to provide the setting 
in which the free expression of private 
incentives basic to the successful op- 
eration of our enterprise system will 
result in a rate of growth consistent, 
both in the short and long run, with 
stability in the price level.”—Congress- 
man Wilbur D. Mills, speaking before 
the Tax Executives Institute, Febru- 
ary 18, 1957. 
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Foreign Business Income 
and United States Taxes 


By DWIGHT HIGHTOWER 


American capital is attracted to foreign countries by means of special 


inducements, such as customs exemptions and income tax benefits. 


Customs unions 


formed by groups of countries will form large common trading areas. 

In this article, a speech which was delivered at the Eleventh Annual International 
Trade Conference of the Pittsburgh Chamber of Commerce, Mr. Hightower 
discusses such aspects of United States foreign trade as the 

passage-of-title doctrine, foreign economic policy, and possible controversies which 
might arise with the Commissioner regarding various Code sections and regulations. 


BS 1956, goods exported from the United 
States totaled $17.3 billion, for an in- 
crease of 21 per cent over 1955, and imports 
exceeded $13 billion. Direct, private Amer- 
ican investments abroad increased an esti- 
mated $2.5 billion in 1956 to a total of 
$31.5 billion. 

The Department of Commerce has re- 
ported that the fastest growing segment of 
investments abroad is that of foreign branches 
and subsidiaries of American business. These 
direct investments have a book value of 
more than $19 billion compared with $7 
billion at the end of World War II. 

Of this $19 billion, Canada and Latin 
America each have about $6.5 billion and 
Western Europe about $3 billion. Classi- 
fication by industry shows that $6.3 billion 
is in manufacturing, $5.8 billion in petroleum, 
$2.2 billion in mining and smelting, and 
the rest distributed among a number of 
industries. 

Canada is generally the leading area for 
increases in direct investments of American 
business, although Latin American invest- 
ments are particularly noteworthy. In 1955, 
more than $300 billion was added to direct 
investments in Latin America, mostly in 
manufacturing. A record $52 million was 
invested in Mexico, and sizable amounts 
were invested in Brazil, Argentina, Colombia 
and Venezuela in 1955, 

Foreign investments of American busi- 
ness in manufacturing plants in Europe rose 
by $200 million in 1955 and were located 
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mainly in the United Kingdom, France and 
Germany. Additional investments of Amer- 
ican business.in the petroleum industry in 
Europe totaled nearly $100 million in 1955. 


MAGNETIC FORCES 
OF FOREIGN INVESTMENTS 


Many countries of the world are offering 
special inducements to attract American 
business: cheap raw materials, cheap labor, 
customs exemptions, protection, income tax 
benefits, and many others. Brazil is a 
typical example of the magnetic attraction 
existing in a foreign country for American 
business to make foreign investments there. 
Brazil will grant exemption from import 
duties for new manufacturing plants. Brazil 
will establish high, strong tariff barriers to 
protect any new Brazilian industry, whether 
established by Brazilians or foreigners. The 
rapidly growing population of Brazil, which 
is today one third of the population of the 
United States, offers a great opportunity 
for expansion into a new segment of the 
world market. 

Other countries such as Puerto Rico and 
Mexico will grant exemption from income 
taxes for a period of years to new indus- 
tries. This type of magnetic attraction is 
well known to many. 


Economic Union of Central America 


Now, American business is faced with 
even greater attractions. 
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The long-hoped-for economic union of 
the Central American republics is approach- 
ing reality. These countries have agreed 
upon a multilateral tfade treaty which will 
eventually turn the entire area of Central 
America into a common trading area. This 
is not only of importance to local business- 
men; it offers substantial opportunities for 
American business. Although the treaty 
still has to be ratified by the legislature of 
each country, at least one United States 
manufacturer, General Tire & Rubber Com- 
pany, is already set up to take advantage of 
the customs union as soon as it comes into 
effect. It has created tire manufacturing 
facilities in Guatemala and will be prepared 
to ship its tires into the other Central 
American republics without any duties 
whatsoever under the protection of the tariff 
barriers of the customs union of the Cen- 
tral American republics. 


Ultimately each country will have an 
appropriately designated factory in a chosen 
industry according to the economy of the 
country—for example, Nicaragua may be 
assigned a fertilizer plant which will supply 
all of the Central American republics. 


European Common Market 


A customs union of gigantic proportions 
and fantastic possibilities is presented by 
the impending treaty which will bind six 
Western European countries. This cus- 
toms union will take shape gradually over 
a period of the next 12 to 17 years. France, 
Italy, Western Germany, Belgium, the 
Netherlands and Luxembourg have reached 
an agreement on the terms of this treaty 
and it has been signed by the foreign miini- 
sters, but has not been ratified as yet. 


With the abolition of customs barriers, 
France’s economic system will have to be- 
come efficient or perish at the hands of 
Germany’s highly modern and well-managed 
industry. Germany has, in effect, under- 
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written the French union by agreeing to 
help finance its development in return for 
a share in the French market. 


The six members of the common market 
have agreed to set up an investment fund 
of $581 million over a five-year period. 
Germany and France will each contribute 
$200 million. French overseas territories 
will become a part of the common market. 
Algeria will have a special status; it will 
be exempted from the provisions of the 
treaty providing for free movement of labor 
and capital, and its infant industries will be 
protected from foreign competition by special 
clauses. 

As yet, it is not clear what the common 
market will mean to the United States and 
to other foreign exporters to Western Europe, 
but it is clear that all members of the com- 
mon market must eventually adopt a com- 
mon tariff toward outside countries. In 
many cases this tariff, which will be an 
average between the existing tariffs of mem- 
ber countries on most manufactured items, 
will be higher than the existing tariff. It 
may be harder for Americans to sell some 
articles to low-tariff countries, such as Ger- 
many and the Netherlands. However, it 
may be that the common market of some 
160 million people in Europe will increase 
the purchasing power to the: advantage of 
American exporters. 

It is most likely that this common market 
in Europe will be an economic magnet 
drawing American business into its terri- 
tory where foreign investments will be made 
in manufacturing plants to serve this new 
market, almost the size of the American 
market. 

Because of the staggering dollar value of 
United States exports, imports and foreign 
investments, American businessmen must 
devote more time and effort to proper plan- 
ning and management of international com- 
merce and foreign investments. American 
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businessmen must study and understand 
the complexity of United States taxes con- 
cerning foreign business income. 


UNITED STATES 
FOREIGN ECONOMIC POLICY 


Besides the attractions from foreign coun- 
tries, American business is being told by 
the Administration that the foreign economic 
policy of the United States is to induce 
American business to expand its inter- 
national commerce and foreign investments. 


On January 10, 1955, President Eisenhower 
stated in his message to Congress: 


or 


he whole free world needs capital; 
America is its largest source. In that light, 
the flow of capital abroad from our coun- 
try must be stimulated and in such a man- 
ner that it results in investment largely by 
individuals or private enterprises rather than 
by government. 


“An increased flow of United States pri- 
vate investment funds abroad, especially to 
the underdeveloped areas, could contribute 
much to the expansion of two-way inter- 
national trade. The underdeveloped coun- 
tries would thus be enabled more easily to 
acquire the capital equipment so badly needed 
by them to achieve sound economic growth 
and higher living standards. This would do 
much to offset the false but alluring prom- 
ises of the Communists. 


“To facilitate the investment of capital 
abroad, I recommend enactment of legisla- 
tion providing for taxation of business in- 
come from foreign subsidiaries or branches 
at a rate fourteen percentage points lower 
than the corporate rate on domestic income, 
and a deferral of tax on income of foreign 
branches until it is removed from the coun- 
try where it is earned.” 


President Eisenhower, in his January 23, 
1957 Economic Report to Congress, in talk- 
ing about taxation of income from foreign 
sources, said: 

“At present, foreign tax inducements to 
attract capital are in some situations nullified 
by not allowing credit in determining United 
States tax liability for income taxes waived 
by the country in which the investment is 
made. The investment of private funds 
abroad would be facilitated by tax treaties 
which, subject to appropriate safeguards, 
recognize the laws of other countries de- 
signed to attract new investment.” * 


The Randall Commission has stated that: 


“Tt is generally agreed that tax measures 
are the most powerful of the incentives 
being discussed for the encouragement of 
private investment abroad.” 


However, nothing concrete has been done 
as yet to implement the Administration’s 
program for reduced or deferred taxation of 
foreign business income. 


Various bills have been presented to Con- 
gress and will continue to be presented to 
Congress, advocating the expansion of West- 
ern Hemisphere Trade Corporation tax rates 
to the free world and the deferral of part 
or all of United States taxation until for- 
eign business income is either withdrawn 
from the foreign country concerned or re- 
mitted to the United States or paid out as 
dividends to shareholders. Some actually 
advocate the elimination of the passage-of- 
title test and advocate the substitution in its 
place of a “proof of export” test, or a 
“place of consumption or end use” test. 
Neither Congress nor the Treasury has 
shown any enthusiasm for these programs. 


Therefore, American business must ex- 
amine the present law and the existing tax 
regime for the rules which must guide its 
present and future course of action. Amer- 
ican business must not only be competitive 
in the world markets with local, foreign 
manufacturers, but it must find a corporate 
structure which will place it in a competi- 
tive position with respect to companies 
organized in principal capital-exporting coun- 
tries, such as the United Kingdom, British 
Commonwealth countries, Canada, and the 
Netherlands. The basic principle of law 
which places companies organized in those 
countries in a favorable competitive posi- 
tion is that foreign business income may 
not be taxed at all, or may be taxed at a re- 
duced rate, or taxed only at the time the 
foreign income is remitted to the home 
country. 


FREEDOM OF CHOICE 
OF CORPORATE STRUCTURE AND 
RECOGNITION OF CORPORATE ENTITY 


In meeting that stiff foreign competition 
and regardless of the type of foreign busi- 
ness, that is, whether international com- 
merce or foreign investments, the choice of 
an appropriate corporate structure must be 
made. The selection lies among utilizing 
(1) a division or branch of a parent com- 
pany; (2) a division or branch of a domes- 
tic subsidiary; (3) a special corporation, 





1 Economic Report of the President, January, 
1957, P. 55. 
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such as a Western Hemisphere Trade Cor- 
poration; or (4) a foreign corporation, 

An examination should be made of the 
two logical divisions of foreign business: 
foreign investments on one hand, and inter- 
national commerce on the other hand. 


Foreign Investments 


Except for those who are inexperienced 
with the perils and hazards of doing busi- 
ness in a foreign country, no one seriously 
considers or utilizes a branch of a parent 
United States company as the corporate 
vehicle for handling foreign investments. A 
separate United States subsidiary might be 
utilized in order to realize the benefits of 
depletion allowances which, coupled with 
consolidated tax returns and foreign tax 
credits, produce a desirable corporate struc- 
ture. For others, the bare minimum may 
be to have a foreign corporation organized 
and operating the foreign investments. The 
optimum corporate structure may be one 
whereby the parent United States company 
has organized a foreign holding company 
in a foreign jurisdiction where the corpo- 
rate laws and the income tax laws are 
favorable to such a structure. Then the 
foreign holding company, in turn, would 
organize and own the stock of the foreign 
operating companies. 

The benefits which flow from this cor- 
porate structure are immediately obvious 
and rewarding, in that it allows for the 
maximum expansion of foreign investments 
without subjecting that foreign business 
income to the shrinkage of United States 
taxes until such time as management deter- 
mines that such foreign business income 
should be repatriated for investment in 
domestic expansion or for dividends to the 
shareholders. The foreign holding company 
structure allows for the removal of earnings 
from a country such as Chile and the re- 
investment of those Chilean earnings by the 
foreign holding company in Brazil, and so 
on to other foreign countries. 


International Commerce 


“Most foreign investments, at least in the 
manufacturing field, are made by compa- 
nies that have previously exported to the 
particular country in which they invest. 
Sometimes the company decides to invest 
in a country after it has developed the 
market for its products through export 
because it is possible to lower the cost or 
broaden the market by maufacture in that 


country. Other times the company invests 
because regulations and restrictions im- 
posed by foreign governments make con- 
tinued export no longer possible. In such 
cases, the companies invest in order to 
retain their market in the country. Since 
investment tends to follow export, foreign 
investment will be stimulated by a pro- 
posal which permits companies to utilize 
their export profit for foreign investment 
without United States tax.” ’ 


After American business is ready to be 
graduated from the “export department” struc- 
ture, the international commerce may be organ- 
ized into a separate domestic corporation. 
This separation follows a natural business 
division between domestic commerce and 
international commerce. The domestic cor- 
poration which provides the most favorable 
tax benefits is the Western Hemisphere 
Trade Corporation. 


Western Hemisphere Trade Corporations. 
—Section 921 provides that corporations 
which have 95 per cent of their income 
from sources outside of the United States 
and have 90 per cent of their income from 
the active conduct of a trade or business 
and which do all their business within the 
Western Hemisphere qualify as Western 
Hemisphere Trade Corporations subject to 
the maximum tax rate of 38 per cent. 


Since most companies which are faced 
with the problem of making foreign in- 
vestments within foreign countries find 
it preferable to make those foreign invest- 
ments through foreign corporations rather 
than through United States corporations, 
the use of Western Hemisphere Trade 
Corporations has been relegated to inter- 
national commerce. The House committee 
in its work on the 1954 Code stated: 


“Western Hemisphere trade corporations 
(sec. 921) 


“Although your committee believes that 
the present Western Hemisphere trade cor- 
poration provisions produce some anomalous 
results, it has retained those provisions in 
order to avoid any disturbances at the 
present time to established channels of 
trade. However, to correct an obvious in- 
equity which has arisen in the adminis- 
tration of this provision, it has provided 
that incidental purchases made outside of 
the Western Hemisphere will not disqualify 
a corporation from the Western Hemis- 
phere trade corporation credit if it is other- 
wise eligible for it.” 





? Barlow and Wender, Foreign Investment and 
Taxation (1955), p. 37. 
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Foreign corporation.—Where management 
can see the business necessity of sooner or 
later jumping into foreign markets and in- 
vesting in foreign manufacturing plants, a 
foreign corporation may be selected as 
the appropriate vehicle for handling the 
international commerce. This corporate 
structure will allow for the plowing-back 
of foreign business income arising from in- 
ternational commerce into “brick and 
mortar” of foreign investments. 


Pattern of international commerce.—The 
typical foreign sales trade pattern of a 
Western Hemisphere Trade Corporation or 
a foreign corporation is for the parent 
manufacturer to sell to the subsidiary on an 
f.o.b. plant basis or an f.o.b. United States 
port-of-exit basis. The goods are generally 
consigned to the subsidiary in the foreign 
country of the customer under order bills 
of lading which are endorsed and delivered 
by the subsidiary in the country of the 
foreign customer. The contract between 
the selling subsidiary and its foreign cus- 
tomer usually states the intentions and 
agreement of the buyer and the seller that 
ownership and risk of loss remain the 
seller’s until the goods reach the foreign 
country. The foreign sale is on a delivered 
basis, that is, “no arrival, no sale.” 


It is well established that American busi- 
ness has the legal right to arrange its busi- 
ness affairs freely. This concept is not 
new but is a fundamental freedom in our 
American way of life and is basically re- 
flected in our tax laws. Business, including 
international commerce and foreign invest- 
ments, may be conducted as a partnership, 
trust, syndicate, or one or more corpo- 
rations, including foreign corporations. The 
case law is clear as to the requirements 
under which the Commissioner must recog- 
nize a subsidiary, which may be created 
for handling international commerce, as a 
separate legal entity for tax purposes. 


1934—Gregory v. Helvering.—The case 
of Gregory v. Helvering* established the 
business-purpose doctrine in the reorganiza- 
tion field. In this case a newly formed 
corporation carried on no business. It was 
immediately dissolved after its tax purpose 
was served and, as a result, was not recog- 
nized as a “corporation” within the mean- 
ing of that term in the reorganization 
sections of the Code. It is important to note 
the court statement: 

“We agree with the Board and the tax- 
payer that a transaction, otherwise within 


#1934 CCH { 9180, 69 F. (2d) 809 (CCA-1), 
aff'd, 35-1 ustc { 9043, 293 U. S. 465 (1934). 
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an exception of the tax law, does lose its 
immunity, because it is actuated by a desire 
to avoid, vr, if one choose, to evade, taxation.” 


1943—Moline Properties, Inc. v. Com- 
missioner.—In Moline Properties, Inc. v. 
Commissioner,s the newly formed corpo- 
ration carried on the business formerly 
carried on by its sole or principal stock- 
holder. In this case, the corporation was 
recognized because it did in fact carry on 
business subsequent to its oranization, Since 
business purposes are matters of intentions 
and mental conditions, the existence of a 
business purpose is determined by the busi- 
ness activities which are undertaken and 
performed subsequent to either a reorgan- 
ization or a division of business. In other 
words, if a newly formed corporation does 
in fact engage in business, there are no ad- 
verse tax consequences to the motives for 
tax savings which may have induced its 
organization, 


1953—John Junker Spencer.—The facts 
in this case® show that the taxpayer or- 
ganized two corporations for the purpose 
of carrying on two activities which were 
formerly conducted as a_ proprietorship. 
One was in the real estate business and the 
other was in the construction business. 
The question before the court was whether 
the transfers of income-producing properties 
to these corporations should be regarded 
as shams resulting in the taxation of the 
earnings to the taxpayer. 

The Commissioner did not attempt to 
toll Section 482 on the allocation of income, 
and he did not challenge the validity of 
either corporation as separate taxable en- 
tities. The Commissioner did claim that 
the transfers of the going businesses, which 
were income producing, were shams and 
that there were no purposes in the transfers 
other than tax savings. The Commissioner 
asked that the transfers be disregarded for 
tax purposes. The court replied to this 
argument by ruling: 

“When a taxpayer seeks to achieve a 
desired business or tax result, he has free- 
dom of choice as to the form in which he 
will channel his business. Higgins v. Smith, 
308 U. S. 473. If the taxpayer actually car- 
ries on business in the form so chosen, the 
Government may not deprive him of the 
benefits which flow therefrom unless such 
form be found to be but a. fiction or a 
sham. Higgins v. Smith, supra; Rhode Island 


* 43-1 ustc { 9464, 319 U. S. 436. 
5 CCH Dec. 19,422, 19 TC 727 (1953). 
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Hospital Trust Co., 7 T. C. 211. Thus, when 
a corporate form for carrying on business 
is adopted and there follows an exercise of 
corporate powers and the doing of some 
business in the ordinary sense, regardless 
of quantum, the corporate identity consti- 
tutes a separate taxable entity and may not 
be disregarded. 

There can be no doubt that Land was 
conceived and organized for legitimate busi- 
ness reasons and that the transfer to it 
of the rental property in question was but 
a step in fulfilling the purpose for which 
it was primarily organized. After the 
acquisition of the property, Land became 
actively engaged in the exercise of its 
corporate powers in carrying on the busi- 
ness of managing and administering such 
property.” 

Regardless of how strong or how suc- 
cessful tax-saving or tax-avoidance mo- 
tives may be, the Commissioner cannot 
disregard the corporate entity, provided the 
corporation is formed for a business pur- 
pose and actually carries out a business 
purpose. The term “corporation” will be 
interpreted to mean a corporation which 
does some “business” in the ordinary 
meaning of the term, but escaping taxation 
is not “business.”*® The buying and selling 
of goods in international commerce is a 
valid business purpose. 


FREEDOM OF RECOGNIZED 
CORPORATIONS TO ARRANGE 
THEIR BUSINESSES AS THEY CHOOSE 


After having resolved the problem of the 
recognition of a corporation for tax pur- 
poses, the business-purpose doctrine must 
be applied to the business affairs of the 
corporation, whether a Western Hemi- 
sphere Trade Corporation or a foreign 
corporation. The business may be purchas- 
ing in the United States, exporting, and 
selling in a foreign country in international 
commerce. 

It is axiomatic: 

“A good rule generally to follow is to 
refrain from doing a thing for tax reasons 
which would not be done except for tax 


”7 


reasons. 


Judge Hand in Commissioner v. National 
Carbide Corporation® recognized that a tax- 
savings or tax-avoidance motive is present 


in every business transaction and that such 
a motive is proper. He said: 

“That is a doctrine essential to industry 
and commerce in a society like our own, 
in which, so far as possible, business is 
always shaped to the form best suited to 
keep down taxes.” 

Of course, a business purpose must be 
present and that business purpose may be 
the sale of goods in international commerce, 
although the seller and/or the buyer may 
each have a tax consideration. If there 
is a real sale and if the terms of the sale 
are real, the motives behind the particular 
terms of the sale make no difference. 


1927—Brown Lumber Company 


The facts in this case® show that early 
in 1920 the Brown Lumber Company con- 
tracted to purchase lumber whereby title 
was to pass to Brown when the lumber 
was placed aboard railroad cars. The ex- 
cess profits tax was expected to be repealed 
and actually was repealed for the tax year 
of 1921. Between the date of contract and 
December 31, 1920, the market price of 
lumber dropped severely. Brown Lumber 
Company was anxious to take the lumber 
into inventory at its market value by the 
end of the year and, thus, be able to claim 
a loss in 1920 while excess profits taxes 
were still in effect. There was an exchange 
of correspondence between the buyer and 
the seller showing an intention of the 
parties to modify the original contract so 
that the Brown Lumber Company would 
take title to the lumber then in the lumber 
yard prior to December 31, 1920, rather 
than f.o.b. railroad cars as originally pro- 
vided for. The taxpayer’s tax-savings mo- 
tives were clear; however, the issue before 
the court was, in fact and in law, whether 
title passed to the purchaser prior to De- 
cember 31, 1920. 

The Commissioner contended that the 
date upon which title passed to the pur- 
chaser was advanced by arrangement in 
order to reduce taxes. The court said: 

“This position disregards the fact that 
men are often led to legitimate action by 
income-tax considerations. We do not un- 
derstand the respondent’s contention to be 
that fraudulent means of tax evasion was 
intended by the parties. Accordingly, it is 
not the motive but the effect of the corres- 
pondents that we must consider.” 





®* National Investors Corporation v. Hoey, 44-2 
ustc § 9407, 144 F. (2d) 466 (CCA-2). 

* Surrey and Warren, Federal Income Taxa- 
tion (1954), p. 75. 
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1930—Barde Steel Products Corporation 


The facts in this case ® show that the tax- 
payer, which was on the accrual basis, con- 
tracted to purchase steel in 1920. A cash 
deposit was made with the seller, and a bond 
to guarantee the sales price to the seller 
was also established. By December 31, 
1920, the market price of steel had de- 
clined substantially and the taxpayer en- 
tered the steel on its books as inventory 
at market value and claimed a loss. The 
Commissioner disallowed the loss deduction 
on the ground that title had not passed to 
the taxpayer in 1920. The taxpayer argued 
that it had advanced substantial sums against 
the purchase price, that it was allowed to 
sell the steel and that it had taken control 
of the steel. The taxpayer argued that in 
substance and for income tax purposes, it 
had become the owner of the steel, even 
though legal title had not actually passed 
until the following year. The court disa- 
greed and decided the case under the 
passage-of-title doctrine. The Second Cir- 
cuit Court of Appeals, in affirming, ruled: 

“It is elementary that title passes when 
the parties intend that it shall pass and 
such intention is to be gathered from the 
contract and conduct of the parties.” 


1930—Lucas v. North Texas Lumber 
Company 


The facts in this case™ show that on 
December 27, 1916, the taxpayer, which 
was on an accrual basis, granted a ten-day 
option to a purchaser for timberlands at a 
fixed price. Title was examined and found 
satisfactory by the purchaser. The pur- 
chaser gave notice of exercising the option 
on December 30, 1916. On January 5, 
1917, the transaction was closed. The tax- 
payer reported the income from the sale on 
its 1916 return when tax rates were lower 
than in 1917, which was an excess-profits- 
tax year. The taxpayer failed in his posi- 
tion, not because of a motive to decrease 
taxes, but because it had failed to pass title 
in 1916. If title had actually passed then, 
the sought-after tax savings would have 
been obtained. 


1943—Chaplin v. Commissioner 


The facts in this case * show that Charlie 
Chaplin received delivery of shares of stock 
of United Artists in 1928 when the shares 
were endorsed by him and deposited with 
an escrow agent under a contract. Delivery 


1% CCH Dec. 4588, 14 BTA 209 (1928), aff'd 2 


ustc § 513, F. (2d) 412 (CCA-2, 1930). 
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was made out of the escrow to Chaplin in 
1935. Chaplin claimed that the shares be- 
came his property in 1928, whereas the 
Commissioner contended that they had be- 
come his property in 1935. The income 
involved was substantial and the statute of 
limitations had run on 1928. The Ninth 
Circuit Court of Appeals, in holding for 
Chaplin, cited the Barde case and said: 


““Tt is elementary that title passes when 
the parties intend that it shall pass and 
such intention is to be gathered from the 
contract and conduct of the parties.’ ” 


1945—Amtorg Trading Corporation 
v. Higgins 


The facts in this case * show that Amtorg 
was a resident foreign corporation. The 
action was brought for refund of excise 
taxes which were paid by Amtorg on 
matches which were manufactured in Russia. 
Amtorg contended that it had sold the 
matches to its customers on an f.o.b. Lenin- 
grad basis. Amtorg was subject to United 
States income taxes only on income derived 
from sources within the United States. It 
had the right to arrange its sales on an 
f.o.b. Leningrad basis or an f.o.b. New York 
basis, or any intermediate-point basis. If 
Amtorg had sold on an f.o.b. New York 
basis, it would have been liable for not 
only the excise tax, but also the income tax. 


The Commissioner contended that he was 
not bound by the contract of sale as to 
where and when title to the goods in inter- 
national commerce passed from the seller 
to the buyer. The written contract of sale 
did not specify where title was to pass, 
simply stating that the price was f.o.b. 
Leningrad. The district court held that as 
between the buyer and the seller, title passed 
in Leningrad, but that for income tax pur- 
poses, Amtorg held title in the United 
States. The Second Circuit Court of Ap- 
peals, after full examination of the conten- 
tion of the Commissioner, ruled: 


we cannot agree that the test 
is any different in the instant case from 
what it would be if the issue here were be- 
tween Northam [the buyer] and Amtorg.” 


The court ruled that title passed pursuant 
to the intention of the parties as expressed 
in the contract of sale and that the Com- 
missioner was bound thereby for tax pur- 
poses. The maintenance of a large office in 
the United States, the negotiations taking 


2 43-1 ustc { 9458, 136 F. (2d) 298 (CCA-9). 
18 45-2 ustc { 9339, 150 F. (2d) 536 (CCA-2). 
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place in the United States, the signing of 
the contract in the United States, the right 
to collect the purchase price and the col- 
lection of the purchase price in the United 
States were all held to be without signi- 
ficance in the determination of the source of 
the income arising from the sales in inter- 
national commerce. Since the sales were 
bona-fide sales, the passage-of-title doctrine 
is the sole rule of law for determining the 
source of income of sales made in interna- 
tional commerce. 


PASSAGE-OF-TITLE DOCTRINE 


The law being clearly established that 
American business has freedom of choice of 
corporate structure, that the fulfillment 
of any business purpose brings recognition of 
the corporate entity and that such recog- 
nized corporations (foreign or domestic) 
may arrange their business freely, the 
passage-of-title doctrine must be examined 
and understood. 

In 1913, the first income tax law was 
enacted in the United States. It was based 
on the theory that all income of all indi- 
viduals from all sources was fully taxable. 
This immediately created the evil of double 
taxation of income from foreign sources. 
This evil gave rise to the foreign tax-credit 
system which has become a permanent part 
of our tax law. Starting in 1922, special 
provisions were created whereby income 
from definite geographical areas was ex- 
empted from United States income taxes, 
provided they met with statutory require- 
ments. China Trade Corporations and United 
States Possessions Corporations are the 
prime examples of this. Pan American 
Trade Corporations, Western Hemisphere 
Trade Corporations and World Trade Cor- 
porations are secondary examples of the 
same principle. 

The passage-of-title test, as to whether 
a sale in international commerce is made 
within the United States or without the 
United States, appears to be as well settled 
as any other problem of law within the 
ever-changing field of taxes. An examina- 
tion of the cases will assist American busi- 
nessmen in understanding and solving the 
United States tax problems which they may 
encounter in the handling of international 
commerce. 


1913 to 1930 


For the first 17 years of the American 
income tax law, from 1913 to 1930, the 
Treasury not only adhered to the passage- 
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of-title doctrine in determining the source 
of income arising from the purchase of 
personal property within the United States 
and the sale thereof without the United 
States, but it issued four separate rulings 
to the effect that the passage-of-title test 
was the exclusive rule in international 
commerce. 


1928—Dorn & Company 


The facts in this case“ show that Mr. 
R. J. Dorn, during the years of 1916 through 
1921, was a nonresident alien residing at 
Havana, Cuba, where he was doing busi- 
ness as R. J. Dorn & Company—a sole 
proprietorship. A branch office was main- 
tained in Martinique, which actually sold 
most of the goods concerned. A New York 
branch was operated for the purpose of 
handling the purchases. The New York 
office received orders from the main office 
in Havana or the branch office in Mar- 
tinique, and also from customers in 
foreign countries where no branches existed. 
With respect to sales to Martinique and 
Cuba, the company invoiced the customers 
direct, shipped on open bills of lading and 
drafted directly on the customers. Ship- 
ments were made to other foreign countries 
under order bills of lading with drafts at- 
tached thereto, and R. J. Dorn & Company 
retained ownership and title until the goods 
arrived at the foreign port concerned. Dorn 
insured its marine risk of loss. Books of 
account were maintained in New York City 
where payment for purchases was likewise 
made. Drafts were discounted with a 
New York bank-under personal guarantee 
of Mr. R. J. Dorn. 

The controversy arose because the Com- 
missioner ruled that a partnership of the 
three Dorn brothers was “transacting business 
in the United States” and, as a result, was 
taxable on income earned by the office 
in New York City. The Board of Tax 
Appeals reversed the Commissioner and 
found that the activity of the office in New 
York City consisted of the purchase of 
goods manufactured in the United States 
against orders from foreign customers and 
the shipment of those goods to the tax- 
payer’s foreign customers. The board held 
that such activity did not constitute taxable 
income and that unless there is a sale within 
the United States by a nonresident alien, 
there is no taxable income earned here. 
The board held that the source of income 
was without the United States since title 
passed to the taxpayer’s customers outside 
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of the United States. In 1929, the Commis- 
sioner acquiesced in the Dorn & Company 
case. 


1929——Compania General de Tabacos 
de Filipinas 


The Compania General de Tabacos™” case 
was concerned with a Philippines branch 
of a Spanish company and its income tax 
liability under the Philippine income tax law 
during 1922, The goods were purchased in the 
Philippines and sold in the United States. The 
agent of the company in the United States had 
authority to negotiate business, but all sales 
were subject to final confirmation and absolute 
control as to terms, including price, 
by the taxpayer at its Manila office. 
The collector of the Philippines contended 
that the sale did not take place until 
confirmation was made in the Philippines 
of the negotiations and sales price and 
that, therefore, the sale was a Philippines 
sale and taxable by the Philippines. The 
taxpayer’s contention was that the sale took 
place in the United States. The Supreme 
Court held that the sale was made when the 
sale transaction was confirmed in Manila, 
notwithstanding the fact that the goods 
were physically within the United States. 
The court held that the fact that the goods 
were in a warehouse in the United States 
was without significance in arriving at a 
determination of where the sale was made 
and, as a result thereof, when and where 
taxable income arose. This case actually 
restates and adheres to the passage-of-title 
rule. The final acts making the sale effec- 
tive took place in the Philippines. 


1930—G. C. M. 8594— 
Place-of-Contract Rule 


As a result of misreading and misunder- 
standing the Compania General de Tobacos 
case, the Treasury changed its position and 
issued G. C. M. 8594, thereby shifting its 
position from the passage-of-title rule to 
the rule that a sale is made when and where 
a contract of sale is signed. The Treasury 
only took 17 years to recognize its mistake, 
after having unsuccessfully litigated against 
the passage-of-title doctrine for those many 
years. 


1934—ast Coast Oil Company, S. A. 


The facts in this case” show that the 
taxpayer was a Mexican corporation with 
its main office in Tampico. It was a wholly 
owned subsidiary of the Southern Pacific 
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Railway Company, a Kentucky corporation. 
The years 1919 through 1921 were involved. 
Then the United States had not only an in- 
come tax, but also an excess profits tax. 
Then Mexico had no income tax at all. 
The East Coast Oil Company was engaged 
in the business of selling oil, which it both 
produced and purchased in Mexico. The 
directors and officers of the taxpayer were 
generally the same as other Southern 
Pacific subsidiaries and resided in the 
United States. A duplicate set of books 
of account were kept at Houston. The 
contracts of sale were not only negotiated, 
prepared, but also signed by the buyer and 
seller at Houston. Invoicing was done in 
Houston and collections were deposited to 
a bank account in Houston. The taxpayer 
had no sales force at all, as one was not 
needed. The company had a payroll of 
about 400 people in Mexico and substantial 
activities there. There was no payroll in 
the United States, but the salaries of its 
officers who were located in the United 
States, were prorated among the various 
subsidiaries of the Southern Pacific. 


The Commissioner relied upon his mis- 
interpretation of the Compania General de 
Tabacos case and the resulting erroneous 
G. C. M. 8594 (place-of-contract rule) and 
alleged that because the contracts of sale 
were negotiated and signed in the United 
States, the income from those sales had a 
taxable source within the United States. 
The East Coast Oil Company relied on 
the fact that the sales were made on an 
f.o.b. Tampico basis and that it transferred 
ownership, legal title and risk of loss to the 
oil at Tampico when the oil went on board 
the vessels. The Board of Tax Appeals 
and the Fifth Circuit Court of Appeals held 
in favor of the taxpayer and the passage-ot- 
title rule. The Supreme Court denied the 
Commissioner’s application for review. 

Nevertheless, the Commissioner  con- 
tinued to attempt to apply the place-of- 
contracting test for 13 years, during which 
time East Coast Oil Company was cited and 
followed as authority in 14 different cases. 


1947—G. C. M. 25131 


In 1947, the Treasury reluctantly ad- 
mitted its mistaken interpretation of the 
Compania General de Tabacos case, revoked 
G. C. M. 8594 (place-of-contract rule) and 
acquiesced in the East Coast Oil Company 
case. The Treasury gave recognition to 
the passage-of-title rule by stating in G.C. M 
25131, 1947-2 CB 85: 


3#* CCH Dec. 8775, 31 BTA 558 (1934). 





“ 


this office adopts the general rule 
that, for the purpose of determining the 
source of income attributable to the sale 
of personal property, a sale is consummated 
at the place where the seller surrenders 
all his right, title and interest to the buyer.” 


The Treasury, in trying not to give in com- 
pletely to the passage-of-title rule, continued: 


“However, in any case in which the sales 
transaction is arranged in a _ particular 
manner for the primary purpose of tax 
avoidance, the foregoing rules will not be 
applied. (See Kaspare Cohn, Inc., v. Com- 
missioner, 35 B. T. A. 646.) In such cases 
all factors of the transaction, such as nego- 
tiations, the execution of the agreement, 
the location of the property, and the place 
of payment, will be considered, and the 
sale will be treated as having been con- 
summated at the place where the substance 
of the sale occurred.” 


Since the Kaspare Cohn™ case was de- 
cided on the basis of disregarding the 
corporate entity of the subsidiary, the court 
ruled: “It is therefore unnecessary to deter- 
mine where the sale was made.” Since 
there is no other statutory or judicial au- 
thority to support this exception to the 
passage-of-title rule, Kaspare Cohn cannot 
be taken as any legal authority, except 
when it is necessary to look to the place 
of negotiations, the place of signing the 
contract, place of payment, and location of 
the property in order to ascertain the un- 
written, unexpressed or ambiguous intention 
of the buyer and the seller. 


1937—Kaspare Cohn, Inc. 


The inapplicability of the Kaspare Cohn 
case to the passage-of-title test is clearly 
shown by the facts and the decision. Kas- 
pare Cohn, Inc., was an American taxpayer 
which owned the stock of two California 
utility companies. The tax years of 1927 
and 1928 were involved. When it became 
clear that the negotiations to sell certain 
utility stocks to New York bankers would 
be successful, Kaspare Cohn, Inc., organ- 
ized a Canadian corporation and exchanged 
the utility stock for the stock of the new 
Canadian company. The New York 
bankers entered into a contract, which was 
prepared in the United States, to buy the 
utility stock from the new Canadian com- 
pany, which had no other business activi- 
ties and was in effect a corporate shell or 
dummy. The officers and directors of Kas- 
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pare Cohn, Inc., took the utility stocks and 
the contract of sale to Canada, and the 
purchasers sent the purchase money to 
Canada, where the contract of sale was 
signed by the dummy officers of the Ca- 
nadian company. Immediately after the sale 
was completed, the purchasers brought the 
utility stock back to the United States and 
Kaspare Cohn caused the purchase money 
to be deposited in a Los Angeles bank. 
The dummy officers and directors of the 
Canadian company resigned and officers 
and directors of Kaspare Cohn, Inc., were 
elected in their place. 


The court held that the Canadian com- 
pany was a sham and did not exist except 
for tax purposes. The exchange of stock 
through the Canadian company was com- 
pletely disregarded and Kaspare Cohn, Inc., 
was held to be the owner of the utility 
stock sold to the bankers and, therefore, 
taxable on the profits from the sale of the 
stock. The court said: 


“Tf we are correct in our conclusion that 
the sale was made by Cohn, Ine., then it is 
liable for any tax upon the profit, regardless 
of whether the sale was made in the United 
States or elsewhere. . . . It is therefore 
unnecessary to determine where the sale 
was made.” 


1937—Hazelton Corpcration 


The Hazelton™ case was very similar to 


Kaspare Cohn. The facts show that the 
years 1928 and 1929 were involved. A Dela- 
ware corporation transferred its assets to a 
Nevada corporation in exchange for the 
stock of the Nevada corporation. The 
shareholders of the Delaware corporation 
organized a Panama corporation which then 
exchanged its stock for the stock of the 
Delaware corporation. The Panama cor- 
poration then dissolved the Delaware cor- 
poration and became the direct owner of 
the shares of the Nevada corporation. It 
then sent the shares of the Nevada corpo- 
ration to Canada where they were delivered 
to purchasers who were United States 
bankers. 

The Commissioner alleged that the sale 
was made in the United States where the 
negotiations took place and where the 
property was located. The taxpayer’s posi- 
tion was that the sale was made in Canada 
because the buyer and the seller intended 
that the seller give up all incidents of 
ownership in Canada and did actually 
carry out that intention. 
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The Commissioner did not contend, in 
this case, that the Panamanian corporation 
was a sham, and he did not attempt to dis- 
regard its corporate entity. The Commis- 
sioner attempted to collect United States 
income taxes directly and solely against 
the Panamanian corporation. The case was 
decided squarely on the passage-of-title 
test, that is, by the answer to the question: 
“Where did the sale of the Nevada corpo- 
ration stock take place?” 


The court held that the Panama corpo- 
ration was not a mere agency of the Dela- 
ware corporation and its stockholders and 
said: 

“We think it is clear from the evidence 
that it was the intention of all parties con- 
cerned that the petitioner should part with 
all of its right, title and interest in and 
to the shares of the Nevada corporation in 
question by the delivery of the certificates 
for the shares of the Royal Trust Co.” ” 


1940—Ardbern Company 


In this case,” the facts showed that the 
taxpayer was a Newfoundland corporation, 
which was a resident foreign corporation. 
The taxpayer sold shares of stock to a 
purchaser in New York where the president 
of the seller endorsed the share certificates 
and delivered them to the purchaser. Pay- 
ment was made in Montreal, Canada. The 
issue before the court was whether the 
title to the shares passed to the purchaser 
in New York or in Montreal. 


The court held that the title to the shares 
passed in New York at the time of en- 
dorsement and delivery to the purchaser. 
The court held that collection of the price 
in Canada “was merely incidental and did 
not earn the profit.” The court distin- 
guished the Hazelton and the East Coast 
Oil Company cases. 


1956—WU. S. v. Balanovski 


In the Balanovski™ case, which is the most 
recent decision on the passage-of-title test, 
the facts show that in New York City 
Balanovski represented an Argentine part- 
nership in purchasing war surplus goods in 
the United States which were sold to customers 
in Argentina. Title actually passed in New 
York City from the seller to the Argentine 
customers. The taxpayer argued for ap- 
plication of the substance test, just as the 
Commissioner would in attempting to ap- 

~ To the same effect, see Ardbern Company, 
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ply the exception to the passage-of-title 
test of G. C. M. 25131. The Second Circuit 
Court of Appeals settled that argument by 
holding: 


“Although the ‘passage of title’ rule may 
be subject to criticism on the grounds that 
it may impose inequitable tax burdens upon 
taxpayers engaged in substantially similar 
transactions, such as upon exporters whose 
customers require that property in the 
goods pass in the United States ... no 
suitable substitute test providing an ade- 
quate degree of certainty for taxpayers has 
been proposed. Vague ‘contracts’ or ‘sub- 
stance of the transaction’ criteria would 
make it more difficult for corporations en- 
gaged in Western Hemisphere trade to 
plan their operations so as to receive the 
special deduction granted them if they de- 
rive at least 95 per cent of their income 
from sources outside the United States.” 


POSSIBLE CONTROVERSIES 
WITH COMMISSIONER 


Once the appropriate corporate structure 
has been determined and business is under 
way and foreign business income has come 
into being, then possible controversies with 
the Commissioner may arise. 


Allocations Under Section 482 


Section 482 is the extension of old Section 
45. The purpose of Section 482 is to give 
the Commissioner a means of allocating or 
restoring income to the taxpayer who in 
fact earned it, and to remove it from a 
taxpayer who recorded it as income but 
who did not earn it, all by reason of the 
control which may exist within the related 
group of corporations. The application of 
Section 482 is to the transactions of the 
subsidiaries and not to the organization of 
the subsidiaries. 

The Commissioner has no authority to 
create income where none exists. Therefore, 
if subsidiaries are operated in fact as sepa- 
rate business organizations having their own 
employees, books of account and bank ac- 
counts, which will result in the accurate 
reflection of income of each, Section 482 
may not be used by the Commissioner. 


There is no court case under Section 482 
dealing with the problem of the proper sales 
price for goods being sold by a parent com- 
pany to its subsidiary, whether a Western 
Hemisphere Trade Corporation or a foreign 
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corporation. When the question comes up 
for judicial determination, it will not be 
on the point of whether the parent sold the 
goods to the subsidiary for too much or too 
little. The question will be whether the 
sale between the parent and the subsidiary 
was a real sale or only a sham. In cases 
where the sale was real, regardless of the 
size of the profit or lack of the profit to 
the parent company, the goods sold will be 
held to have become the property of the 
subsidiary and deemed to have been the 
property of the subsidiary until sold in for- 
eign countries. The subsidiary concerned 
will have become the legal owner of the 
goods, regardless of the purchase price in a 
bona-fide foreign trade sales transaction. 
Therefore, the income which will result from 
the subsidiary’s sales in the foreign coun- 
tries will belong to it. None of the income 
from those foreign sales may be allocated 
to the parent. The sole question is whether 
the sale from the parent to the subsidiary 
is a real bona-fide sale and not a sham. 
If the sale is a sham, then the goods never 
became the property of the subsidiary. If 
the goods attempted to be sold remain the 
property of the parent, any sales to foreign 
customers are for the account of the parent. 


One person’s taxes may not be measured 
by another’s income. The Commissioner 
has no authority to create income where 
none exists. 


Acquisitions Under Section 269 


The purpose of Section 269 was to give 
the Commissioner a weapon to deal with 
the problem of taxpayers trafficking in “loss 
corporations,” which reaches a climax dur- 
ing periods of excess profits taxes. The 
Senate Finance Committee recorded the 
testimony of Randolph Paul, who was gen- 
eral counsel of the Treasury: 

“The amendment in no way abridges the 
privilege of doing business in individual, 
partnership or corporate form, or the privi- 
lege of filing a separate or a consolidated 
return, or any of the numerous choices 
which the structure of the tax system is 
intended to afford.” 

In 1945, the Treasury issued I. T. 3757, 
which ruling held, in effect, that the division 
of a going business into two parts is not 
subject to Section 269, even though the 
organization of the subsidiaries may be for 
the express purpose of obtaining the bene- 
fits of the lower tax rate applicable to 
Western Hemisphere Trade Corporations. 
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Under the authority of the decided cases, 
the purpose and legislative history of Sec- 
tion 269, the intent of Congress and the 
parallel of I. T. 3757, there is no doubt 
that Section 269 is inapplicable to a division 
of an existing business in the cases where 
the foreign trade of a parent is placed in a 
subsidiary foreign corporation. 


In the four reported cases concerning 
division of businesses in which the Commis- 
sioner has attempted to apply Section 269, 
he has met only with failure. The tax- 
payers uniformly proved an adequate busi- 
ness purpose which presumably motivated 
their actions. 


It is interesting to note that in Alcorn 
Wholesale Company,” Berland’s, Inc., of South 
Bend, and Chelsea Products, Inc.™ the sole 
issue before the courts was the “principal 
purpose.” The taxpayers showed that they 
had purposes other than saving taxes, even 
though each taxpayer did in fact save taxes 
and there can be no doubt that a tax-saving 
motive existed. 

The rule of law as laid down by the courts 
in these cases is that under Section 269, 
evasion or avoidance of tax is not the 
“principal purpose” of organizing a com- 
pany, if any other business purpose is shown. 

The Dilworth® case is one in which the 
plaintiff Tennessee corporation with a branch 
in Mississippi organized a Mississippi cor- 
poration to take over the Mississippi branch 
of the parent company. The Commissioner 
attempted to use Section 269, alleging that 
the “principal purpose” of the taxpayer in 
organizing the Mississippi corporation was 
the avoidance of excess profits taxes. The 
taxpayer responded that the division of the 
business was the result of business judg- 
ment of the directors, who were motivated 
by sound business reasons, and that Section 
269 was inapplicable to the division of an 
existing business. The taxpayer won on 
both issues. The court was explicit in its 
ruling that Section 269 did not apply in the 
case of a division of a business. 

It may be concluded that the courts have 
interpreted Congressional intent to be that 
Section 269 is inapplicable in cases where 
there is a continuation of business as dis- 
tinguished from the acquisition of a new 
business, regardless of whether the division 
of the existing business is between the 
domestic business and the foreign trade 
business, which may be set up in a foreign 
corporation as a subsidiary. 


** CCH Dec. 18,240, 16 TC 840. 
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Transfers Under Section 367 


Section 367 allows the Commissioner to 
disregard a foreign corporation to which 
a domestic corporation transfers property, 
unless a ruling is obtained to the effect 
that the exchange is not pursuant to a plan 
having as one of its principal purposes the 
avoidance of federal income taxes. For 
those who have backed into foreign invest- 
ments without proper planning from the 
beginning, the Commissioner has nothing 
more to offer than sympathy. He will not 
consent to a realignment of foreign invest- 
ments, whether that realignment involves 
technical service contracts or royalty con- 
tracts, minority stock interest in foreign 
corporations or wholly owned foreign sub- 
sidiaries. The Commissioner’s point of view 
is that he will not help in untangling a 
foreign structure which a taxpayer on his 
own put together improperly. The taxpayer 
is left entirely to his own resources. 


G. C. M. 25131 


The Commissioner has acquiesced to the 
East Coast Oil Company case, which estab- 
lishes the passage-of-title test in determining 
the source of income applicable to a sale 
in international commerce. However, G. C. M. 
25131 goes on to say that where a sales 
transaction is arranged in a particular man- 
ner for the primary purpose of tax avoid- 
ance, the Commissioner will apply a different 
test. The memorandum purports to allow 
the Commissioner to utilize a test different 
from the passage-of-title test, without the 
sanction of Congress or the courts. This 
problem has not arisen until recently, al- 
though G. C. M. 25131 was issued by the 
Commissioner in 1947, It is now an issue 
of current importance to American business 
because of instructions from Washington 
directing revenue agents to attempt to apply 
the exception to the passage-of-title rule, 
as set forth in G. C. M. 25131, in 
where there is income derived from the 
purchase of goods in the United States and 
the sale thereof abroad. 

An analysis of the East Coast Oil Company 
case demonstrates that the income-tax-saving 
motive was a strong factor in determining 
the business transaction, since at that time 
Mexico had no income tax and since the 
United States had an income tax and an 
excess profits tax. When a court of law is 
called upon to settle the confusion of G. C. M. 
25131, it will probably be on the basis that 
—as in the East Coast Oil Company case— 
although tax-saving or tax-avoidance motives 
may be present, tax avoidance is not the 
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primary purpose of arranging a sale at a 
foreign point rather than within the United 
States. 

The memorandum cites only one legal 
authority, which is Kaspare Cohn, Inc., for its 
authority to disregard the passage-of-title 
rule. Kaspare Cohn, Inc. applies to the organ- 
ization of the foreign corporation as dis- 
tinguished from the business transactions 
of the foreign corporation. In that case, 
the corporate entity of the taxpayer was 
disregarded because it was a sham. To that 
extent, foreign corporations may have their 
corporate entity disregarded. 

However, the passage-of-title doctrine is 
firmly established in United States tax laws. 
The Treasury, through G. C. M. 25131, can- 
not make the place of negotiation, the place 
of signing the contracts, the place of col- 
lections or the location of the property 
being sold determine the place of sale. The 
courts have repeatedly ruled that the ex- 
clusive test for determining the place of 
sale is the place where legal ownership 
changes between the seller and the buyer. 

If the buyer and seller write their sales 
contracts one way, but actually intend 
something different, then the exception to 
the passage-of-title doctrine under G. C. M. 
25131 properly applies. If the intention of the 
buyer and seller as expressed in their con- 
tract is not real, then the entire transaction 
may be examined to determine what the 
real intention of the buyer and the seller 
is as to where and when legal ownership 
would pass between them. This examination 
is not for the purpose of determining where 
the negotiations took place, or where the 
execution of the contract was, or where 
payment was made, or where the property 
was located, but for the purpose of deter- 
mining the real intention of the parties. 
The sum of the factors—place, negotiations, 
signing of the contract, place of 
payment and location of the property—do 
not add up to the “substance” of the sales 
transaction, but rather are spotlights which 
may illuminate the true intentions of the 
buyer and the seller, provided that they 
have not in manner or means ex- 
pressly stipulated their intentions or that 
their expressed intentions are unreal. The 
“substance” of a sale is the “intention” of 
the buyer and seller. 


place of 
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The Fifth Circuit Court of Appeals said, 
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Treasury ruling, that rulings are “made to 
order for the commissioner by his legal 
staff, and having no more binding or legal 


force than the opinion of any other lawyer 
” 26 


Substantive law, as established by statute 
or court decisions, may only be changed 
by Congress or by the courts. The Tax 
Court rules in the case of H. L. McBride: * 

“The cases are clear that such a depart- 
mental ruling has no binding or legal effect 
and may be changed, or ignored, either 
prospectively or retroactively.” 

This court long ago said in James Couzens, 
CCH Dec. 3931, 11 BTA 1040, 1156, that, 
“as to the effect of the departmental orders, 
we are of the opinion that they may not 
go so far as either to impose upon a tax- 
payer more than his statutory tax or to 
relieve him from its full burden.” 

In the case of Helvering v. New York 
Trust Company,® the United States Supreme 
Court referred to the cautionary notice pub- 
lished in the front of the bulletins containing 
the rulings and observed that the rulings 
had none of the force or effect of Treasury 
Decisions and did not commit the Depart- 
ment to any interpretation of the law. 

In referring specifically to a General 
Counsel’s Memorandum, the court in Bed- 
ford Mills, Inc. v. U. S.* held: 


“G. C. M. 9401, supra, was not a regulation 
by the Commissioner of Internal Revenue 
with the approval of the Secretary of the 
Treasury as required by the statute, and, 
notwithstanding the respect which we en- 
tertain for the opinions of the General 
Counsel of the Bureau of Internal Revenue, 
the court can not give to Memorandum 9401 
the force and effect of a regulation under the 
statute.” 


Rulings have the purpose and function of 
clarifying and interpreting ambiguities in 
the tax laws. Rulings cannot create new 
laws or give the Commissioner or taxpayer 
more or less than the law provides. 


CONCLUSION 


We read in our daily newspapers that 
American foreign economic aid must con- 
tinue, and perhaps indefinitely. Would it 
not be preferable for the Government of the 
United States to give American business 
the incentive necessary to go into interna- 
tional commerce and foreign investments 


more vigorously? Would this not do more 
to combat Communism throughout the 
world by increasing living standards through 
greater foreign production, circulation of goods 
in trade channels and cheaper cost of 
manufacturing? 


We are witnessing economic magnetism 
of foreign countries, such as Brazil, attract- 
ing American business and investments in 
manufacturing facilities to satisfy the seem- 
ingly insatiable demand of the local foreign 
market. We are witnessing today the crea- 
tion of economic blocks of foreign countries 
into common markets, such as Central 
America and Western Europe. 


American business must be prepared to 
go into those areas to engage in business 
or run the risk of being excluded completely 
from those markets. 


Whether American business is drawn into 
foreign markets or induced through tax in- 
centive, the major current tax problem to 
face is a possible controversy with the Com- 
missioner over the passage-of-title test. 


The practical solution to this problem, 
which the Commissioner may raise in his 
attempt to apply G. C. M. 25131, is found in 
the foreign trade subsidiary complying not 
only with the passage-of-title rule, but also 
seeing to it that foreign business is nego- 
tiated abroad, that orders are accepted 
abroad, that collections are effected abroad, 
and that stock of goods are warehoused 
abroad. Of course, it is fundamental that a 
foreign subsidiary carry on the maximum 
business possible within the country of in- 
corporation. 

Any concern of the Commissioner over 
the fact that foreign corporations are taxed 
only on income derived from sources within 
the United States is not new. Prior to 1923 
when National Paper & Type Company v. 
Edwards was decided, the Commissioner was 
concerned about the fact that a United States 
corporation would pay United States income 
tax on all of its earnings even though they 
were entirely from foreign sources, while 
a foreign corporation doing the same busi- 
ness in exactly the same way would not be 
taxed in the United States on its income 
from foreign sources. The court very ex- 
plicitly stated the national policy supporting 
the different methods in the taxation of 
foreign corporations and domestic corpora- 
tions by stating: 


(Continued on page 486) 





* 51-1 ustc § 9130, 186 F. (2d) 407 (CA-5). 
* CCH Dec. 20,877, 23 TC 901, 910 (1950). 
%4 ustc $1293, 202 U. S. 455 (1934). 
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Taxation and the Regulation 
Companies 


of Life Insurance 
By JESSE E. GLOSTER 


If the life insurance companies must serve two 
masters (the state and the federal governments), they do so to the 


detriment of the companies themselves. 


This article is reprinted 


from the February, 1957 issue of The Insurance Law Journal. 


HE QUESTION of state versus federal 

regulation of life insurance has been 
under a veil of controversy for more than 
87 years. The issue of regulation began 
back in 1868 when the State of Virginia 
sought to license Paul, an agent for a New 
York fire insurance company. Paul turned 
to the courts for relief. However, when the 
case reached the United States Supreme 
Court the justices held against Paul. (Paul 
v. Virginia, 8 Wall. 168.) The issue at stake 
was whether insurance was interstate com- 
merce. Virginia held that the states had 
jurisdiction over insurance. By making in- 
surance intrastate commerce the Supreme 
Court gave a free hand to the states to regu- 
late the insurance business. 


Such a ruling by the Court refused to 
recognize the emerging industrialization of 
American industry. The Court was trying 
to confine insurance to the bucolic control 
of state legislatures. It is likely that the 
Court assumed insurance to be an aleatory 
contract. This type of contract is a mutual 
agreement between two persons. In civil 
law, it turns on gains and losses incurred by 
the parties concerned, depending on an un- 
certain event. This uncertain event has 
been classed as gambling. Consequently, an 
aleator can be a dice player or a gambler. 
It can also be assumed that the Court 
thought of insurance as being a wagering 
contract. By such thinking the naiveté of 
the Court is made manifest on matters of 
insurance. 


The history of life insurance does not tell 
us when “an insurance contract ceases to be 


1R. Carlyle Buley, A Study in the History of 
Life Insurance (New York, American Life Con- 
vention, 1953), Vol. 1, p. 17. 
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a wager and becomes true insurance.” ’ 
Buley says: 

“The essential criteria for distinguishing 
between the two are: first, a bona fide in- 
terest, not created by the contract itself, on 
the part of the person insuring in the in- 
sured; and second, an association or com- 
bination of individuals sufficiently large to 
enable the other contracting party to rely 


upon the law of averages.”’? 


Preceding the mathematical assault on the 
theory of probability, measurement of risk 
was a crude device. As early as the year 
2000 B. C. the contract of bottomry and 
respondentia was included in the Code of 
Hammurabi. The merchants of Phoenicia 
invented the Rhodian Sea Law which pro- 
vided that if goods were thrown overboard 
to save the ship, a sacrifice for the common 
good should be borne by common con- 
tributors. The Roman contribution to in- 
surance came from Domitius Ulpianus, about 
222-235 A. D., who compiled a mortality 
table for annuities rather than a table of 
life expectancy. The Middle Ages was 
bereft of any significant contribution to- 
wards measuring risk. Then with the advent 
of the industrial revolution there was a veri- 
table outburst on the part of mathematicians, 
astronomers, theologues and statisticians on 
record-keeping and risk measurement. 

Munster made a complete statistical study 
of Europe. He called it cosmography. This 
nationalistic German tried to make over 
other countries like Germany. During the 
period of 1623-1662 a Frenchman named 
Blaise Pascal developed a theory of proba- 





2 Work cited at footnote 1, at p. 17. 
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bility by the use of cards and dice whereby 
he determined (given enough instances, no 
matter what the event) that reasonably ac- 
curate predictions could be made of success or 
failure of those who participated in the game. 
In 1662, Grant, a Britisher, invented his law 
of large numbers, very much paralleling 
Pascal’s law of averages. Grant was also 
known for his insistence on an adequate 
sampling of the universe. Sir William Petty, 
with his political arithmetic, contributed to 
units of measurement. He standardized the 
pound, foot, yard, rod and mile. Edmund 
Halley, an Englishman, constructed the first 
correct mortality table. He derived his table 
from the death records of the people of 
3reslau in Germany for the period 1687-1691. 


Further contributions in probability theory 
developed in Switzerland. In 1780, the 
astronomer Jacques Bernoulli, of the Bernoulli 
clan, applied the law of probability to the 
social sciences. De Moivre made his con- 
tributions through a priori probability and 
empirical probability. His “Doctrine of 
Chances” became a gambler’s bible. 


From the foregoing historical data, it can 
be seen that by 1780, when the United 
States was still at war with the British 
Crown, probability theory was a budding 
science. The reason it was not appreciated 
as it should have been was because of a lack 
of knowledge of things scientific by those 
who influence public policy for the body 
politic. So much for the history of the de- 
velopment of probability theory. 


Since the Paul decision cast the state in 
the role of protector of the people who pur- 
chased insurance, it also made the state the 
regulator of the business. The question 
that is now raised is: Has life insurance 
benefited from state regulation? The ques- 
tion is a significant one. It is significant 
because from the Paul decision up to U. S. 
v. South-Eastern Underwriters Association, 5 
Fire AND Casua.ty Cases 194, 322 U. S. 533 
(1944), life insurance was not classed as 
commerce. Prior to the SEUA decision the 
life insurance companies fretted under the 
Paul decision. However, the doctrine of 
state regulation was upheld in 1895 in 
Hooper v. California, and again in 1913 in 
New York Life Insurance Company v. Deer 


*155 U. S. 648 (1895). 
#231 U. S. 495 (1913). 
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Lodge County* Together with some com- 
panies that contested the Paul decision, 
Arthur I. Vorys, president of the National 
Convention of Insurance Commissioners, in 
an address in 1903, inveighed against state 
regulation.£ In 1905, Judge George H. 
Noyes, a Wisconsin judge, delivered a paper 
before the Association of Agents of the 
Northwestern Mutual Life Insurance Com- 
pany at Milwaukee, Wisconsin. His re- 
marks centered around the conflict of laws 
inherent in state control. To bulwark the 
opinion of Judge Noyes, opposition to state 
regulation came from the American Bar 
Association, members of Congress and 
President Theodore Roosevelt. However, 
the doctrine of stare decisis was set. The 
doctrine states that once a precedent has 
been formed it is not to be departed from. 
This was affirmed in New York Life Insur- 
ance Company v. Deer Lodge County. 


Under the aegis of state control, life com- 
panies settled down to an uneasy quietude. 
However, they were jolted by the Arm- 
strong investigation in New York in 1906. 
From the Armstrong investigation there 
stemmed investigations and quasi-investiga- 
tions in more than 17 states in the period 
that ensued. Perhaps the two most out- 
standing outgrowths of these investigations 
were the Robertson laws in Texas and the 
Wisconsin laws. The Robertson laws held 
to the philosophy that the premium should 
be kept at home. The law provided that 
75 per cent of the reserves on Texas 
policies should be invested in Texas securi- 
ties, and that these securities be kept on 
deposit in Texas where they would be 
subject to state or local ad valorem taxes. 
This was a chicane law. The State of 
Texas hasn’t lived it down to this day. 
R. T. Milner, Insurance Commissioner at 
this time, made a bitter speech against the 
eastern companies. By midsummer, 19 life 
insurance companies, mostly eastern, had 
declared their intention of withdrawing from 
the state. The loss of revenue to Texas 
amounted to $200,000 per year. 


The preceding law in Texas provided for 
a 2% per cent premium tax. The Robertson 
laws provided for only 1 per cent premium 
tax, but required that 75 per cent of Texas 
policy reserves be deposited in the state, 
where they were subjected to the local tax 
rate. This subsequent provision would have 
been equivalent to 4 per cent on all pre- 
miums collected in Texas.° 

®* Cowee and Center, ‘‘Federal Regulation of 
Insurance,"’ Bulletin of the University of Wis- 


consin, September, 1948, p. 11. 
* See work cited at footnote 1, at p. 302. 


TAXES —The Tax Magazine 





Wisconsin was the second state of major 
import to wrestle with her insurance con- 
science. Her arbitrary laws sought to ham- 
string the life companies. Twenty-four bills 
were introduced before the legislature. 
Wisconsin outdid Texas by demanding that 
100 per cent of the reserves of Wisconsin 
policies be invested up to 100 per cent in 
Wisconsin securities. A gross premium 
tax of 3 per cent was also passed. Forth- 
with, 23 companies withdraw from the 
state. Among them were Mutual Benefit, 
the Germanie, Phoenix Mutual, Massachu- 
setts Mutual, Manhattan, the Equitable and 
the Michigan Mutual." This was a period in 
American history when state legislatures 
were vehicles of the trusts. Arbitrary legis- 
lation, which was directed at life insurance 
companies, was the result of legislative brib- 
ery. However, the life companies were 
seemingly more averse to federal control 
than state control. 


Notwithstanding these arbitrary acts on 
the part of state legislatures aimed at the 
life companies, they also enacted punitive 
tax legislation. State legislatures had dis- 
covered a lucrative tax source in life in- 
surance premium income and agent li- 
censing procedure. All the legislatures had 
to do was lie in wait for the filing of the 
statements to the insurance departments 
and then place a tax on such income they 
were disposed to tap. In 1907 Robert Lynn 
Cox, of the Association of Life Insurance 
Presidents, presented a comprehensive paper 
on state insurance tax legislation. Cox’s 
research showed that: 


“Thirty-four states had taxes on gross 
premium receipts; a dozen or so had taxes 
on premium, less death losses and return 
premiums, less dividends, etc. In six states 
the gross premium tax was 2% per cent; 
in 16 it was 2 per cent; in two it was 1% 
per cent; in five it was one per cent; in 
one it was % of one per cent. The highest 
nominal rate was three per cent but this 
state allowed deduction for death losses. 
One state had a tax of three per cent on 
companies which quit doing business in it 
regardless of cause. In three states counties 
were permitted to tax premiums and in six 
states municipalities were given the same 
power. In most states real estate and mort- 
gages were subject to the same state and 
local taxes as other property. Some states 
taxed also the assets of the companies. In 
addition, there were license and occupation 
taxes—in 36 states on the companies, in six 
on the general agents, and in 45 on the local 


™See work cited at footnote 1, at p. 308. 
8 See work cited at footnote 1, at p. 319. 
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agents. There were county taxes on the 
agents in six states, and municipal taxes on 
them in 18 states. These license taxes ran 
from $1.00 to $50.00 for agents and $5.00 
to $300.00 for the companies.” * 


The life insurance companies were in- 
deed now in a quandary. They had rejected 
federal legislation through fear; now they 
were caught in the web of state regulation. 
Darwin P. Kingsley, the new president of 
New York Life, was so incensed at state 
control that he labeled such measures 
“socialistic, illogical, cumbersome, vexatious, 
destructive of all agency efficiency, and 
totally without any justification whatever.” ° 
However, there was no surcease from state 
control. The die had been cast in the 
Deer Lodge case. 


It had been apparent since the beginnings 
of life insurance as an industry that regula- 
tion was a necessity. The skirmishes and 
forays against state regulation were cloaks 
with which the insurance companies were 
attempting to hide the main thrust. Did the 
companies want any regulation? It is ap- 
parent that they didn’t. They had eschewed 
federal regulation during the Civil War 
when a bill was introduced which would 
have placed a tax on the reserves of life 
insurance policies. Although Congress 
didn’t show statesmanship on insurance 
matters by proposing such a measure, they 
were determined to force life insurance 
companies to abide by the police power of 
the state. This police power, although a 
latent one, is the powerful pervasive in- 
fluence of all governments. The law which 
was finally passed was a tax of gross re- 
ceipts at 1 per cent, dividends at 3 per 
cent, and a stamp tax of 25 cents on all 
policies and renewals. 


The power of Congress was again made 
manifest in 1911 when the companies paid 
a corporation tax. The Supreme Court ruled 
in Hine v. Home Life Insurance Company and 
Fluhrer v. New York Life Insurance Com- 
pany” that a permit to do business in a state 
did not preclude the corporation from the 
power of Congress to pass an excise tax on 
a corporation. 


In 1921 the federal government made 
provisions of 12% per cent on net income 
of insurance companies, that is, net interest 
earnings over and above the amount neces- 
sary to maintain reserves. This act took 
precedence over other insurance taxation on 
the statute books. Proceeds of life insur- 
ance policies were exempt from individual 


* See work cited at footnote 1, at p. 319. 
1 220 U. S. 107. 
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income taxes. The law of 1921 remained 
virtually unchanged up to 1951. The Reve- 
nue Act of 1951 adjusted the rate on invest- 
ment income upward, and in the Internal 
Revenue Code of 1954, life insurance com- 
panies were taxed on taxable income of 
33%4 per cent up to $200,000, and 6% per 
cent of the amount in excess of $200,000. 
The Internal Revenue Code of 1954, Sec- 
tion 803(g), defines taxable income as 
gross income less the following deduc- 
tions: (1) tax-free interest, (2) investment 
expenses, (3) real estate expenses, (4) de- 
preciation, and (5) special deductions. Allow- 


ance of special deductions includes: (1) Sec- 
tion 242 of the Code, partially tax-exempt 
interest; (2) Section 243, dividends received 
by corporations; (3) Section 244, dividends 
received on certain preferred stock; and 
(4) Section 245, dividends received from 
certain foreign corporations. 


Whereas the federal government uses the 
investment income for tax purposes, the 
state governments use the gross premium 
tax for revenue purposes. In a survey made 
in 1954 on premium taxes charged by state 
jurisdictions, it was found that the tax 
on domestic companies varied from 0 to 2.35 


TABLE | 


Classification of Legal Reserve Life Insurance Companies in the United States and 
Alaska by Company and Taxation of Premium Income by Various Jurisdictions for 1953 





Number of Companies 
Domes- 
Foreign Alien 


State or 
Territory tic 





Number of Agents 
Domestic Foreign Alien 


Per Cent of 
Premium Tax 
Alien 


Revenue Derived 
from Taxation Domestic Foreign 


Alaska* 0 
Ark. (Dom. & For., 135) 1 
Calif.” 
Fla.* 15 
Idaho 

Ill. 33 
Ind. 23 
Iowa 16 109 
Kan. 9 133 

Me.* 1 46 
Mich. 7 124 1 
Mo.’ 
Nev. 2 99 

N. J.* (Not available) 
N. Mex. 
Ohio" 1 
Pa.' 2 
Okla.’ 

Vt." 7 54 


136 

(Not available) 
130 
139 


2 140 
5 116 


40 2 0 


(All companies, 134) 


(All companies, 160) 


(Not available) 


(Not available) 


151 10 
1 (All agents, 6,333) 
(All agents, 35,228)¢ 


2 (Not available) 
(Not available) 

4 (Not available) 

3 (All agents, 20,000) 

1 

2 


< 


(Not available) 
1,384 7,175 33 
0 56 1,588 0 
0 (Not available) 
(All agents, 14,500) 
0 48 984 0 
(Not available) 
(Not available) 
rs (Not available) 
8 4,492 30,737 
(Not available) 
0 39 675 8 


1,491 





Source: 


$ 50,145.31 
1,901,892.60 
34,488,709.24 
2,534,155.56 
581,020.00 
12,275,692.70 
6,835,400.00 
(Not available) 
1,965,414.79 
716,676.78 
8,258,891.36 
4,191,221.92 
(Not available) 
5,186,426.28 
(Not available) 
12,249,037.90 
13,630,000.00 
(Not available) 
295,077.91 


0 2.00 
2.00 2.00 
2.35 2.35 y a 

0 2.00 2.00 

(Not available) 
0 2.00 2.00 
0 3.00 3.00 
(Not available) 

0 2.04 2.00 
1.00 2.00 (NA) 
(Not available) 

(Not available) 
2.00 2.00 

(Not available) 
2.00 2.00 

(Not available) 

0 2.00 2.00 

0 4.00 4.00 
2.00 2.00 0 


2.00 
2.00 


2.00 


2.00 


Data derived from state Insurance Departments’ annual reports as well as question- 


naires sent to respondents. 

* There are three mutual benefit nonprofit associations, one domestic and two foreign. 

» Gross tax of insurance except ocean marine. A deduction from premium tax is allowed for 
real estate taxes paid on a company’s home office, or principal office in California. 

© Life and disability agents. Life only, 2,027. 

4 For fiscal year ending June 30, 1953. 

¢ Gross direct premium tax, less direct return premium and dividends paid. 

‘Premium income of all Missouri legal reserve life insurance companies for 1952 was 
$222,454,038.12. Payments to Missouri policyholders amounted to $87,878,727.02. Tax on all com- 
panies about 4 per cent. 

® Based on 1952 premiums. Domestic companies paid $914,765.14. Life companies of other 
states paid $4,271,661.14. New Jersey companies paid 18 per cent of taxes and foreign companies 
paid 82 per cent of taxes. 

» Total taxes for Ohio in 1952: $12,249,037.90. Domestic companies paid $253,611.58. For- 
eign companies paid $11,796,642.18. Alien companies paid $198,784.14. 

! Life, $11,400,000; accident and health, $2,230,000. 

J Less cancellation and dividend paid. 

* Tax on domestic companies amounted to $28,952.31; on foreign companies, $266,125.60. No 
alien companies operated in state in 1953. 
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TABLE Il 


Taxes, Licenses and Fees Paid by United States Life Insurance Companies 
(000,000 Omitted) 





Other 
Taxes, 
Licenses 
and Fees 


Real 
Estate 


Total 
State 
Taxes 


State 
Premium 


Year Taxes 


Federal 
Income 
Taxes 





Federal Total 
Social Total State and 

Security Federal Federal 
Taxes Taxes Taxes 


Per Cent of 
Total Taxes 
State Federal 





1947 
1948 
1949 
1950 
1951 
1952 


$10. $ 17 $ @ ¢ 
109 19 18 
117 23 18 
123 27 23 
134 29 26 
146 32 27 
1953 161 33 28 


1954 177 38 26 241 


137 
146 
158 
173 
189 
205 
222 


$23 $ 


125 
141 


$ 167 
157 
170 
205 


4 $3 
4 7 11 
4 8 12 
20 32 
95 109 
140 
158 
180 


82 18 
93 

93 7 
84 16 
298 63 37 
345 59 41 
380 58 42 


158 421 57 





Totals $1,067 $2,180 $1,860 $1,471 
Source: Life Insurance Fact Book, 1955. 


per cent. Table I shows the replies from 
the respondents. Eighteen states and 
Alaska replied in one form or another to 
the questionnaire. The premium tax on 
foreign companies varied from 2 to 4 per 
cent. The premium tax on alien companies 
also varied 2 to 4 per cent. Whereas 
California taxed all companies 2.34 per 
cent, Oklahoma did not place any tax on 
domestic companies, but levied 4 per cent 
on both foreign and alien companies. 


Another aspect of the survey showed that 
of the number of life insurance companies 
operating in the various jurisdictions, 14 
of the jurisdictions out of 19 had far more 
foreign companies operating in the geo- 
graphical boundaries of the state than 
companies chartered in the state itself. 
The number of foreign companies operating 
in the various jurisdictions show the inter- 
state commercial relations of life insurance 
companies. Although life insurance com- 
prehends social and economic conditions, 
occupations and health, it cannot compre- 
hend geography. By its very nature it can- 
not do such a thing. This motion springs 
from the fact that a life insurance company 
must always write more insurance in a 
present time period than it did in a pre- 
ceding time period. If it did not do this, 
it would only mark time. If it marked 
time, the claims of beneficiaries would offset 
premium income. Once this condition be- 
comes prolonged, the company is doomed 
to extinction. Therefore, the life insurance 
industry always seeks people—the shift- 
ing masses of people. 


As an insurance company writes increas- 
ing amounts of insurance, it is at the same 
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$570 


$102 $672 $2,143 


time reducing the risk. This is so, because 
if the numerator (the numbers of people 
dying in various age groups) is gradually 
decreasing, and the denominator (the num- 
ber living in each age group) is increasing, 
then our quotient (the death rate) must get 
smaller. These are the reasons life insur- 
ance companies must cross state lines. They 
must do so in increasing numbers. The 
only way to stop life insurance companies 
from breaking records is for the country 
to stop growing. Depressions and epidemics 
have yet to produce an unfavorable mortality 
rate for a sustained period. 


During the period from 1947 through 
1954, United States life insurance companies 
paid in taxes to the various state govern- 
ments $1.471 billion. The life companies 
paid $672 million to the federal government 
for the same period. Table II shows the 
amount of taxes, licenses and fees paid 
by the companies over the eight-year 
period. Since 1949 the per cent of the 
total tax-take has been increasing for the 
federal government and decreasing for the 
state governments. Although the state 
governments regulate life insurance, the 
federal government is gradually whittling 
away at the life companies on taxation of 
their investment income over and above 
the assumed interest rate. Since 1952 the 
federal government has been getting more 
than two fifths of the life insurance tax 
dollar. It is very apparent from Table II 
that state regulation hasn’t prevented en- 
croachments of federal legislation. In this 
article we are not concerned with the qual- 
ity of state regulation. However, we are 
concerned with the effects of regulation. 
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The famous South-Eastern Underwriters As- 
sociation case made life insurance, as well as 
insurance in general, commerce. The issue 
is now clear. The controversy arose out 
of a group of fire insurance companies try- 
ing to fix rates in the State of Missouri. 
Roy McKittrick, Attorney General for the 
State of Missouri, could only sue in a 
federal court under the Sherman Anti- 
Trust Act. The United States Supreme 
Court upheld Missouri. 


The foundations upon which the states 
regulated life insurance were now weakened. 
Congress, and not the state legislatures, 
was now given power to assume the control 
of life insurance. Prior to the SEUA case, 
the National Association of Insurance Com- 
missioners was studying federal insurance 
legislation." The McCarran Act, known as 
Public Law 15, was passed during the 
Seventy-ninth Congress. The act was designed 
to express the intent of the Congress with 
reference to the regulation of the business 
of insurance. The act reads: 


“Be it enacted by the Senate and House of 
Representatives of the United States of Amer- 
ica in Congress assembled, That: 

“The Congress hereby declares that the 
continued regulation and taxation by the 
several States of the business of insurance 
is in the public interest, and that silence on 
the part of the Congress shall not be con- 
strued to impose any barrier to the regula- 
tion or taxation of such business by the 
several States. 

“Section 2. (a) The business of insurance, 
and every person engaged therein, shall be 
subject to the laws of the several States 
which relate to the regulation or taxation 
of such business. 

“(b) No Act of Congress shall be con- 
strued to invalidate, impair, or supersede 
any law enacted by any State for the pur- 
pose of regulating the business of insurance, 
or which imposes a fee or tax upon such 
business, unless such Act specifically relates 
to the business of insurance; Provided, That 


after January 1, 1948, the Act of July 2, 
1890, as amended, known as the Sherman 
Act, and the Act of October 15, 1914, as 
amended, known as the Clayton Act, and 
the Act of September 26, 1914, known as 
the Federal Trade Commission Act, as 
amended, shall be applicable to the business 
of insurance to the extent that such busi- 
ness is not regulated by State law. . . .” 


If Public Law 15 was meant to settle the 
differences between state and federal regu- 
lation, it did not accomplish its purpose. 
The ambiguity of the law can be seen in 
Section 2(b). By creating a hiatus in the 
law, Congress has (1) only made state 
legislatures apprehensive about creating 
new insurance legislation and (2) forbidden 
the federal government from encroaching too 
much on state regulation. Has the life in- 
surance industry benefited from a dual 
control? It is doubtful. During the Civil 
War, the life companies feared federal 
legislation. Although, at times, Paul v. 
Virginia was contested, the action was a dila- 
tory one and not in concert. It became 
increasingly clear that the life companies 
didn’t want any control. However, such 
a desire is impossible under any system of 
government. As states taxed premium in- 
come in varying degrees, the federal govern- 
ment began to tax investment income which 
was over and above the reserves. 


As the American economy grows and de- 
velops, investment income becomes an in- 
creasingly lucrative source of taxation. The 
huge assets piling up by the life companies 
must be invested year after year so as to 
pay claims when they mature. Such bait 
is tempting to the federal government. 
Furthermore, as longevity increases, these 
savings, which are compounded year after 
year, are reinvested. By trying to avoid 
any regulation, the life companies are now 
controlled by two regulators. Can the life 
companies serve two masters? Yes, they 


can, but only to the detriment of the 
server. [The End] 


WITHHOLDING? NOT FROM THIS TAXPAYER'S WIFE 


Just before the close of the income 
tax filing season, a harassed looking 
individual entered the Providence, 
Rhode Island, district office of the 
Internal Revenue Service clutching a 
wad of papers. Seeking assistance 
from an agent on duty, he told him 
he had all the figures needed with 
him. 


41 See work cited at footnote 5, at p. 22. 
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The agent helped him prepare his 
return to the point where he needed 
his W-2 withholding certificate. This 
document was missing. 


“How much of your salary was 
withheld?” the agent asked. 


“Man!” he said, “I don’t withhold 
nuthin’—my wife takes it all!” 
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Division of Retained Earnings 


to Reflect Business Needs 


By HARRY G. BROWN 


It is a legitimate function of management to retain earnings for the 
reasonable needs of the business. This article, which is reprinted from 
the April, 1957 issue of The Accounting Review, points out cases 

in which the courts, in interpreting the tax law, have passed upon 

the legitimacy of situations in which earnings were retained. 


N ORDER tto discourage the use of the 
corporation as a device for avoiding 
income taxes on shareholders, Congress has 
provided, in Subchapter G (Section 531) of 
the 1954 Internal Revenue Code, a special 
tax applying to those corporations which 
allegedly accumulate earnings beyond rea- 
sonable business needs. The rate structure 
of this “accumulated earnings tax” is the 
same as under the 1939 Internal Revenue 
Code (Section 102): 27% per cent of the 
accumulated taxable income up to $100,000, 
and 38% per cent of the amount over $100,000. 


It should be noted that the severity of 
old Section 102 has been mitigated in the 
new Code by several liberalizing features. 
In spite of these features, however, any 
corporation, which has accumulated earn- 
ings in excess of $60,000 and whose owner- 
ship of stock is limited to a small group, 
may be subject to the tax if it cannot relate 
a retention of earnings to the reasonable 
needs of business. Section 533 provides: 


“(a) Unreasonable Accumulation Determina- 
tive of Purpose.—For purposes of section 532 
[corporations subject to the accumulated earn- 
ings tax], the fact that the earnings and profits 
of a corporation are permitted to accumulate 
beyond the reasonable needs of the business 
shall be determinative of the purpose to 
avoid the income tax with respect to share- 
holders, unless the corporation by the pre- 
ponderance of the evidence shall prove to 
the contrary.” 


Thus, the basic problem of accumulated 
earnings resolves itself into answering the 


Retained Earnings 


question: “Why are earnings retained and 
how are the reasons for their retention re- 
lated to the reasonable needs of the busi- 
ness?” Since there is no statutory formula 
for determining the amount that is con- 
sidered reasonably retained, those connected 
with concerns which may be subject to this 
special penalty tax should analyze critically 
why specific amounts of earnings are retained 
rather than being paid out as dividends. 


ACCOUNTING APPROACH 

TO RETAINED EARNINGS ANALYSIS 

Earnings may be retained for a variety 
of reasons—some obvious and definite, others 
more difficult to analyze and measure. What- 
ever the reason, an examination of retained 
earnings should be made from two view- 
points: the lessons of the past and the 
plans for the future. 


Investment in Existing Assets 


First, the investment of earnings in exist- 
ing assets must be evaluated. This requires 
a backward look at the previous disposition 
of earnings to see how they are reflected in 
the assets on hand at the end of a period. 
The desirability of this type of analysis 
was emphasized by William L. Carey, who 
wrote: 

“As a matter of fact [retained earnings], 

. might reach astronomical proportions. 
But if the earnings were ploughed back into 
the business through plant expansion or in- 
crease of inventory, for example, Section 102 
should not be applied. The asset side of the 
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balance sheet is the focal point as dis- 
tinguished from the quantity of [retained earn- 
ings] upon the right-hand side.’ 

Evidence introduced in the United Iron 
and Metal case of 1952 demonstrates the use- 
fulness of such an approach, for it consisted 
of a detailed list of monthly bank balances, 
inventories, receivables and fixed assets. In 
upholding imposition of the special surtax 
on earnings, the court placed considerable 
emphasis on how earnings finally resided in 
existing assets, for it said: “The balance 
sheets in this case show an increasing accu- 
mulation of earnings and profits and there is 
no evidence of any need for the ever- 
increasing accumulation.” * 


Contemplated Investment of Assets 


Often more important than the invest- 
ment of retained earnings in present assets 
is the necessity for considering how these 
earnings are to be utilized in the future— 
the forward look. One authority, in speak- 
ing of growth and the need for funds, said: 

“There is nothing illegitimate in the ac- 
cumulation of [earnings] ... to strengthen 
the financial position of a corporation with 
a view to expanding activities and con- 
templated development; the unreasonable 
accumulations provision does not require 
that a business should remain static.” * 


Official recognition of the need of funds 
for future growth has been incorporated 
in Section 537, which specifically states 
that the reasonable needs of business include 
the reasonably anticipated needs, 


Use of Reserves 

Faced with the need to reflect informa- 
tion about the retention of earnings on 
financial statements, accountants have re- 
sorted to the use of reserves to accomplish 
this task. The reserves are appropriated 
from retained earnings to indicate the in- 
tentions of management as to future asset 
commitments. 


In speaking of “reserves,” the American 
Institute of Accountants recommends that 
the term be restricted to situations in which 
an unidentified portion of net assets, in a 
stated amount, is being held or retained for 
a special purpose. In this sense, a reserve 
is frequently referred to as an appropriation 
of retained income.‘ 


Further Appropriations of Earnings 


Working on the premise that a segrega- 
tion of retained earnings both as to present 
investment in assets and future uses can 
be most illuminating, John A. Beckett has 
suggested subdividing this item into its 
constituent parts. He contends that re- 
tained earnings can be subjected to critical 
analysis for the benefit of management and 
other interested parties by indicating the 
reasons for a retention of undistributed 
earnings.” In cases involving an alleged un- 
reasonable accumulation of earnings, the 
value of this type of analysis can be ap- 
preciated. 


The following sections, therefore, are 
devoted to (1) a discussion of the major 
reasons for retaining earnings, (2) a pres- 
entation of these reasons in the manner 
suggested by Beckett and (3) an evaluation 
of these reasons in view of the require- 
ments of the Internal Revenue Code. 


Fortunately it is possible to draw upon cases 
under the 1939 Code, since in general the 
same arguments may be used (in com- 
batting the application of Section 533 of 
the 1954 Code) as were used under old 
Section 102. 


REASONS 
FOR RETAINING EARNINGS 


Contingencies 


The saying that nothing is as certain as 
uncertainty applies to corporations as well 
as individuals. Consequently, corporations 
retain a portion of their funds to counter- 
act the effect of events which, presumably, 
will have an unfavorable reaction on their 
financial position. Any such amount created 
out of retained earnings is frequently labeled 
“contingency reserve.” What are some of these 
contingencies ? 





1 William L. Carey, “‘Section 102 May Not Be 
the Menace Some Tax Men Consider It to Be,”’ 
Journal of Accountancy, March, 1950, p. 221. 

2 United Iron and Metal Company v. Com- 
missioner, CCH Dec. 19,044(M), 11 TCM 618 
(1952). 

* Jacob Mertens, Law of Federal Income Tazx- 
ation, Vol. 7, p. 362, in reporting case of 
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William C. DeMille Productions, Inc., CCH Dec. 
8582, 30 BTA 826 (1934). 

* American Institute of Accountants, Account- 
ing Terminology Bulletin, No. 1, p. 27. 

5 John A. Beckett, ‘‘Can Earned Surplus be In- 
terpreted, Analyzed and Presented Logically?’’ 
The Controller, March, 1950, p. 107. 
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War Conditions 


A ship brokerage company had accumulated 
earnings which were large in comparison 
to the size of its capital and had a reserve 
of approximately $50,000. This reserve was 
established to meet business adversities 
which were expected to materialize follow- 
ing the dislocation of the shipping industry 
as a result of the outbreak of the war. The 
propriety of such action was approved, and 
application of tax under Section 102 was not 
sustained by the court.° 


Litigation Losses 


This was illustrated in William C. Atwater 
& Company, Inc., CCH Dec. 16,240, 10 TC 
218, where the taxpayer accumulated large 
sums of cash pending litigation of a large 
judgment which might be affirmed by the 
Court of Appeals of New York. 


Price Declines 


Expected decline in the price of inven- 
tories is another situation where earmarking 
a portion of earnings may be proper. This 
is above and beyond the conservative policy 
of valuing inventories at cost or market, 
whichever is lower. 


Adjustments Within an Industry 


Along with the usual type of contingency, 
it would seem that a corporation would not 
be remiss to consider factors which result 
in adjustments within an industry. 

A coal company, realizing the trend away 
from using this natural resource for heating 
and power, might not be out of order in 
appropriating a portion of its earnings for 
“adjustments within the industry.” 


Accomplished Expansion— 
Plant and Equipment 


In 1954, new investment in plant and 
equipment by corporations in the United 
States totaled $28 billion, $19 billion of which 
were provided by retained earnings and the 
remaining $9 billion originated from the is- 
suance of new securities.’ This involves the 
conversion of working capital assets into 
brick, stone and steel, and requires a calcu- 
lation of the investment in working capital 
and long-life assets both before and after 
the change. To illustrate, this may be in- 


dicated by marking the amount “appro- 
priated for accomplished expansion.” * The 
acceptability of such a presentation in cases 
of retained earnings may be judged from 
the court’s comment in the Steele’s Mills case 
of 1943, when it said: 

“There has been no substantial increase 
in the quick assets of the plaintiff Corpora- 
tion since the year 1923. The increase in its 
[retained earnings] is reflected almost 
entirely in investments in fixed assets... .”° 

Resorting to retained income to finance 
plant expansion is not limited to large 
corporations. In fact, the smaller com- 
panies are more dependent on this source 
for capital funds than their larger competi- 
tors, since they do not have the same access 
to the capital market through the issuance 
of new stock and the flotation of bond 
issues. 

The experience of a valve manufacturer 
near Buffalo is perhaps typical of the situ- 
ation existing in a growing small concern. 
This company has assets of $600,000 after 
three and one-half years’ operations, although 
the original investment was only $6,400 and 
no further capital has been contributed by 
the owners.” This growth through retention 
of earnings, coupled with a limited distribu- 
tion of stock, could give rise to questions 
regarding unreasonable accumulation of 
profits, if it were not for the fact that 
earnings have been reinvested in accomplished 
expansion—a perfectly legitimate business 
need. 


Accomplished Expansion— 
Working Capital Requirements 

Frequently a retention of earnings is re- 
flected by an imcrease in working capital 
which is needed for normal business opera- 
tions. As these operations expand, funds 
must be provided to purchase inventory, 
finance receivables and, in general, carry 
on a larger business than previously. 

Looking at the problem as a tax counselor, 
J. S. Seidman makes this statement: 

“Another avenue of approach is to de- 
termine the total amount of operating ex- 
penses of the company—the fixed irreducible 
amount that the company must pay to keep 
its doors open, good business or bad. It 
has already been held by the Tax Court that 
a company is justified in retaining a surplus 





® Dietze & Company, Inc. v. Commissioner, 
CCH Dec. 12,892-A, 1 TCM 93 (1942). 

7 Ralph Demmler, chairman of Securities and 
Exchange Commission, in a speech at University 
of Buffalo Symposium on January 7, 1955. 

8 Robnett, Hill and Beckett, Accounting—A 
Management Approach (Chicago, 1951), p. 493. 
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® Steele’s Mills v. Robertson, 43-1 ustc { 9397 
(DC N. C.). 

” Buffalo Evening News, January 22, 1955, re 
Moog Valve Company of East Aurora, New 
York. 





equal to at least one year’s operating ex- 
penses, and maybe more.” ™ 


Another need for increased working 
capital has been introduced by the new pro- 
vision that requires corporations to pay 
their tax in two installments: 50 per cent 
at the time of filing their federal income 
tax return, and 50 per cent three months 
later. Commenting on the effect of tax 
installment acceleration, one writer sum- 
marizes the problem: 


“Therefore, if the working capital funds 
of a business were just adequate in prior 
years for normal producing activities, ceteris 
paribus in the future additional free capital 
must be provided from other sources.” ” 


What better defense can be offered against 
the imposition of the tax on accumulated 
earnings than to quote another section of 
the Internal Revenue Code, which makes 
it mandatory that corporations conserve 
working capital in order to meet their 
tax obligations in a timely manner? 


Future Expansion—Plant and Equipment 


A variation of the same theme present 
in accomplished expansion occurs when 
earnings are committed to anticipated ex- 
pansion, which may be titled, “appropriated 
for future expansion.” In one instance, cash 
was needed to build new supermarkets after 
the war, and retention of earnings for such 
expansion was accepted as a proper business 
purpose.” 


The effect of serving only one customer, 
a situation prevalent in many small firms, 
was related to future plant expansion in L. R. 
Teeple Company. The facts disclosed that the 
taxpayer in reality served but one customer 
and was faced with the immediate future 
necessity of opening a new plant in an 
eastern state in order to serve that customer 
better. Since retention was related to busi- 
ness needs, the corporate taxpayer was not 
subject to the tax on improper accumulation, 
although it retained earnings in excess of 


$456,000."* 


Objection has been raised by the Com- 
missioner to financing contemplated expan- 
sion out of accumulated earnings, rather 
than resorting to borrowings. Perhaps the 
best illustration is General Smelting Company 





uJ. S. Seidman, ‘“‘What to Do About Section 
102,"" New York Certified Public Accountant, 
January, 1953, p. 14. 

% Colin Park, ‘‘Corporate Liquidity and In- 
come Taxes,’’ Jllinois Certified Public Account- 
ant, December, 1952. 

1% A. H. Phillips, Inc. v. Commissioner, CCH 
Dec. 18,619(M), 10 TCM 1007 (1951). 
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which did not distribute any of its earnings 
in 1939 and 1940, but retained them to 
finance its modernization program and an 
increased volume of business. In answering 
the respondent (the Commissioner), the 
court. said: 


“But we do not understand that section 
102 of the Internal Revenue Code and the 
regulations promulgated thereunder prevent 
a taxpayer corporation from making a reason- 
able accumulation of its earnings to finance 
expansion and modernization programs out 
of its own funds rather than resort to bor- 
rowing for that purpose.” ” 

After reviewing the various cases involv- 
ing an accumulation of earnings, Mertens 
concludes that there is little to fear if the 
company is retaining assets to invest in 
additional plant or equipment.” 

The representatives of the taxing agency 
enjoy the benefit of hindsight, because of the 
time lag between filing a return and review. 
Therefore, those responsible for corporate 
policy should assure the existence of a definite 
plan to expand facilities. If this plan is bona 
fide and the expansion is to be financed from 
internal sources, a fact noted on the, financial 
statement by the segregation “earnings ap- 
propriated for future expansion,” the In- 
ternal Revenue Service will face a difficult task 
in proving that an unreasonable accumulation 
exists. 


Future Expansion— 
Working Capital Requirements 


A need for increased working capital, ex- 
pected as a part of future expansion, may be 
recognized as a logical reason for accumu- 
lating earnings. An authority on finance 
explains the implications in such a situation: 


“As the volume of business expands, the 
demand for working capital increases—not 
only because a relatively larger working 
capital is necessary to keep up credit, but 
also because actual cash outlay is likely to 
exceed cash income, the excess being repre- 
sented by fewer liquid accounts receivable.” " 


The soundness of Mr. Gerstenberg’s re- 
marks has been demonstrated in several 
cases where firms retained earnings in ex- 
pectation of an increase in business with 
a resultant need for more working capital. 


4% CCH Dec, 12,582, 47 BTA 270 (1942). 

% CCH Dec. 14,222, 4 TC 313 (1944). 

* See work cited at footnote 3, at p. 368. 

1 Charles W. Gerstenberg, Financial Organiza- 
tion and Management of Business (New York, 
Prentice-Hall, Inc., 1939), p. 458. 
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In one situation, a corporation retained 
earnings in working capital form to estab- 
lish branch stores. This was accepted as a 
reasonable cause for accumulating earn- 
ings.” Another involved a shipping com- 
pany, where the evidence disclosed that a 
strong financial position was essential be- 
cause the corporation was strengthening 
its position in the hope of operating ships 
for the United States Maritime Commis- 
sion.” Consequently, if a firm is retaining 
earnings to meet the anticipated need for 
more working capital, there exists a proper 
reason under the 1954 Code for not distribut- 
ing dividends. 


Maintenance of Plant Capacity 


Another major reason for retaining 
earnings is to provide funds to replace 
equipment and facilities that wear out. The 
normal problem of replacement is accentua- 
ted when a decline in the purchasing power 
of the dollar takes place. This problem was 
recognized by the Tax Court in a case 
involving a corporation which retained funds 
to replace equipment: 


“ 


aw in recent years the cost of the 
machinery necessary to replace many of 
the machines used in the plaintiff's mill 
has been greatly in excess of the original 
cost of the machines so replaced, and 

it is necessary for the plaintiff, in order to 
replace its worn out or outmoded machinery 
to use a part of its earnings in addition to 
the funds set aside to cover depreciation.” ” 


The courts in practical situations have 
taken cognizance of the impact of rising 
prices on corporate funds and are applying 
the economist’s measure of real income in 
preference to the less flexible concept used 
by the accountants. 


Special Reserves 


In addition to the six major reasons for 
retaining profits as enumerated, there are 
many other legitimate needs for such ac- 
tion, a few of which are listed below: 


(1) war losses on inventories and plants; 
(2) repair and maintenance deferred; 


(3) decline in useful value of excessive 
plant capacity; 


(4) future expense in revision of manu- 
facturing program; 


8’ J, L. Goodman Furniture Company v. Com- 
missioner, CCH Dec. 16,614, 11 TC 530 (1948). 

” Plant Shipping Company, Inc., CCH Dec. 
12,500-E, BTA Memo, April 11, 1942, Dkt. No. 
108344. 
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(5) rehabilitation of foreign business; 


(6) future research and development ex- 
pense; 

(7) replacement of depleted normal in- 
ventories. 


This list could be expanded considerably, 
for in each particular company there may be 
circumstances which justify a retention of 
earnings for one reason or another. The 
policy of the Internal Revenue Service has 
been to recognize reasons like these as legiti- 
mate causes for accumulating earnings. 
There would seem to be no reason to fear 
that this interpretation will be altered under 
the 1954 Internal Revenue Code. 


As a result of a complete analysis of 
retained earnings, the account might ap- 
pear as follows: 


Retained Earnings: 

Appropriated for Contingencies 

Appropriated for Accomplished Ex- 
pansion 

Appropriated for Future Expan- 
sion 

Appropriated for Maintenance of 
Plant Capacity 

Appropriated for 
Development 

Unappropriated 


XXXXX 
XXXXX 
XXXXX 
XXXXX 
and 


XXXXX 
XXXXX 


Research 


Te »tal 


XXXXX 


Beckett summarizes the 
such a presentation: 


advantages of 


it appears that the division of net 
worth into functional parts can provide, for 
both internal and external audiences, a de- 
gree of insight which promotes a clear 
understanding of the amounts of capital 
which are pledged to various business pur- 
poses. 

“It is clearly an effort to define the present 
status of a business in terms of its past ac- 
complishments and future plans.” ™ 


Since the subdivision of retained earnings 
will reflect both past accomplishments and 
future plans, it is doubtful if in many cases 
the unappropriated balance will be large 
enough to warrant questioning by the tax 
department under the accumulated earnings 
tax provisions. This assumes, of course, 
that the corporation presents substantial 
and acceptable evidence of serious intent to 
support its functional breakdown of retained 


earnings. [The End] 





*° Case cited at footnote 9. 
** Work cited at footnote 8, at pp. 497-498. 





Reported here, by regions, are news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 


ation. 


The department's scope includes the following types of taxes: 


income, sales and gross receipts, property, gasoline, insurance com- 
pany, utility, franchise, inheritance and estate, and severance, also 


motor-vehicle registration fees. 


Items are adapted principally from 


Commerce Clearing House publications dealing with state and local taxes. 


Atlantic States 


Income taxes.—Maryland will exempt acci- 
dent and health funds from tax, will permit 
employers to deduct contributions to such 
funds and will not tax the benefits except 
where they represent reimbursements for 
medical deductions claimed by a contribut- 
ing employee on an earlier return, Chapter 
406, effective June 1, 1957. The state will 
also permit new residents to prorate their 
income tax, exemptions and dependency 
credits according to the number of months 
spent in the state during the first taxable 
year, Chapter 369, effective June 1, 1957. 
Residents who leave Maryland to take up 
residence in another state or jurisdiction 
will be required to file a partial income tax 
return by the fifteenth day of the fourth 
month following the date of transfer of 
residence, Chapter 569, effective June 1, 
1957. Exemption from the withholding re- 
quirement has been granted compensation 
for active service in the National Guard 
or other federal military reserve organiza- 
tion and compensation paid nonresidents 
employed as seamen aboard vessels plying 
the ocean or in foreign trade or commerce, 
Chapter 570, effective April 10, 1957. The 
$1,500 exclusion from gross income granted 
members of the armed forces on active duty 
is limited to apply only during wartime or 
while taxpayers are in the combat area or zone, 
and is extended to include members of the 
United States Public Health Service Com- 
missioned Officers Corps, Chapter 606, effec- 
tive June 1, 1957. 

New York takes cognizance of the high 
cost of education by raising the exemption 
for dependents over 18 who are full-time 
students at college from $400 to $800 for 
tax years after 1956, S. B. 408, approved 


470 


June, 1957 @ 


April 19. Clergymen who actually use rental 
allowances to pay residential rent may ex- 
empt such allowances from gross income, 
S. B. 3546, approved April 11. Benefits for 
injuries received under the volunteer fire- 
men’s benefit law are exempt, A. B. 2627, 
approved April 9. Beginning July 1, 1957, 
a taxpayer who sells, exchanges or Kqui- 
dates his entire interest in a partnership will 
include his distributive share of the net in- 
come or loss and net capital gain or loss 
for the period ending with the liquidation 
when computing his net income and net 
capital gain for the fiscal or calendar year 
in which the liquidation occurred. The 
death of a partner will not constitute a liqui- 
dation of his entire interest, Chapter 372. 


Pennsylvania has set the corporation net 
income tax rate at 6 per cent for 1958 and 
1959, with the tax being made permanent 
at 5 per cent thereafter. The new law also 
changes the allocation formula to omit from 
the tangible property factor property to 
which a corporation retains lien or title 
merely as security for the selling price, 
H. B. 334, approved April 30. Also approved 
April 30 is H. B. 333, which sets a similar 
rate schedule for the property tax on in- 
come of corporations not subject to the net 
income tax. This latter tax has been de- 
clared invalid as an interference with inter- 
state commerce in three decisions handed 
down March 26 by the Court of Common 
Pleas of Dauphin County. 


Business and occupation taxes.—New York 
City’s general business tax on “dealers in 
merchandise” is 0.1 per cent if their spread 
between cost of goods and selling is more 
than 3 per cent and does not exceed 7 per 


cent; the former upper limit was 5 per cent, 
A. B. 2027, effective July 1, 1957. 
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Excise taxes.—Massachusetts’ 2 per cent 
tax on pari mutuel bets at horse and dog 
races is extended through 1958, H. B. 2900, 
approved April 11. 

Pennsylvania’s five-cent tax on cigarettes 
is extended through May 31, 1959, H. B. 
332, approved April 4. 


Gasoline taxes.—Taxes paid on motor 
fuels used in the vehicles of volunteer fire 
companies and in the ambulances of vet- 
erans’ organizations are refundable in Dela- 
ware, H. B. 28, approved April 3. 

Pennsylvania gasoline (H. B. 335) and 
fuel use (H. B. 336) tax rates are extended 
at the rate of five cents a gallon to May 31, 
1959; the added one-cent levy, due to ex- 
pire September 12, is repealed as of June 
1, 1957. 

Inheritance and estate taxes.—For Maine 
inheritance, succession and estate taxation 
purposes, an unconditional general power 
of appointment will be regarded as absolute 
ownership of the interest in property sub- 
ject to the power, S. B. 304, approved 
April 19. 

The proviso denying a spouse renouncing 
a will the exoneration from contribution to 
the estate tax allowed spouses, to the ex- 
tent the estate is sufficient to discharge the 
tax, is repealed in Maryland, Chapter 747, 
effective June 1, 1957. Also, in Maryland, 
a fiduciary will not be liable for a tax on 
the undistributed income of an estate which 
is permanently set aside for a religious, 
educational or charitable organization or 
purpose, Chapter 370, effective June 1, 1957. 

A new Vermont law provides that brothers 
and sisters of a decedent would be exempt 
from taxation with respect to collateral in- 
heritance, would be subject to taxation with 
respect to direct inheritance, H. B. 130, 
approved April 6. 


Insurance company taxes.—Maine hikes 
from $30 to $50 the fees payable for each 
annual statement, license for a foreign in- 
surance company, certificate of qualification 
of a domestic insurance company and each 
certificate of authority to make reciprocal 
contracts of indemnity or renewal thereof, 
Chapter 48, effective 90 after ad- 
journment. 


days 


The amount of return premiums may be 
omitted by insurance companies from their 
annual Maryland report of new and renewal 
premiums subject to tax, Chapter 384, effec- 
tive June 1, 1957. Motor vehicle insurers 
will pay a tax of one half of 1 per cent of 
net direct written premiums for calendar 
1958 and thereafter to help finance Mary- 


State Tax News 


land’s new unsatisfied claim and judgment 
fund, Chapter 836, effective June 1, 1957. 


New York nonprofit fire or life insurance 
companies organized for charitable, religious 
or educational purposes are no longer ex- 
empt from the franchise tax on insurance 
companies where insurance is written on 
the lives of persons residing outside the 
state; the removal of the exemption applies 
to premiums received on and after January 
1, 1957; however, insurance on risks outside 
the state is granted the same exemption 
presently allowed on insured property out- 
side the state, Chapter 529, approved April 
15. Foreign and alien insurance companies 
may elect to pay the New York fire depart- 
ment tax to the superintendent of insurance, 
S. B. 3207, approved April 16. 


Motor vehicle taxes.——A Maryland road 
tax on motor carriers will replace the motor 
carriers’ reciprocal tax, effective October 1, 
1957; credit will be allowed for taxes paid 
on motor fuel purchased within the state, 
Chapter 842, approved April 17. To help 
finance Maryland’s new unsatisfied claim 
and judgment fund, uninsured drivers will 
pay an annual tax of $8, insured drivers a 
tax of $1, beginning in 1958, Chapter 836 
effective June 1, 1957. 


The New York highway use tax, which is 
based on the gross weight and mileage of 
each vehicular unit, is amended to give car- 
riers operating more than one unit the 
option of paying on the combination weight 
and number of miles each trailer is operated 
in the state, S. B. 762, approved April 11. 
The privilege of quarterly filing of highway 
use tax returns will no longer be granted 
on an individual basis, but may be allowed 
generally by tax commission regulation, 
A. B. 936, approved April 11. 


Property taxes.— Maryland's aggregate rate 
for state taxes for the year 1958 is fixed at 
13.97 cents on each $100 of assessable prop- 
erty, Chapter 531, approved April 10. Mary- 
land will levy a property tax to pay principal 
and interest on a $16.8 million bond issue 
floated for capital improvements, Chapter 
532, approved April 10. 


Taxable in New York as real property is 
the interest of a taxpayer who leases real 


property belonging to the United States 
or to New York with a right to acquire 
the premises through an option, a first privi- 
lege or a first refusal, A. B. 4093, approved 
April 25. Not taxable as real property are 
bulk milk tanks or coolers installed on a 
farm to hold milk awaiting shipment to 
market, S. B. 3514, approved April 24. The 
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property of veterans’ organizations is still 
fully exempt when used by other exempt 
organizations for a fee not exceeding deprecia- 
tion and maintenance; but if the user is not 
exempt, the portion of the property belong- 
ing to the otherwise exempt owner is not 
exempt, A. B. 2344, approved April 25. 
Where the United States occupies real property 
in accord with the Public Buildings Pur- 
chase Contract Act of 1954, the real prop- 
erty is exempt only to the extent of the 
value of the part so occupied during the 
period the federal government is required 
to make reimbursement for real estate taxes 
according to an agreement with the county 
or municipality, A. B. 2932, approved April 
20. Only up to 50 per cent of the value 
of the completed project of a limited-profit 
housing company may be exempted; an op- 
tional exemption of total value of improve- 
ments is no longer authorized, S. B. 2819, 
approved April 11. A two-year extension, 
to December 31, 1959, is made of the cut-off 
date for the completion of construction, 
alteration, remodeling or reconstruction of 
buildings for off-street parking in cities of 
200,000 to 250,000 population in order to be 
eligible for the 15-year exemption from prop- 
erty taxes, A. B. 3674, approved April 25. 


A Vermont town may vote to exempt up 
to $5,000 of new construction undertaken in 
the year following the vote, without regard 
to the total appraised value of the construc- 
tion, H. B. 142, effective April 1, 1957. 


Sales and gross receipts taxes.—W here 
purchases were made between August 20, 
1955 and December 31, 1956 to replace 
property that was part of any real property 
lost or damaged by the floods of August or 
October, 1955, sales and use taxes of $35 
or more will be either refunded or cancelled 
in Connecticut. For a sales tax refund, 
claims must be filed by December 1, 1957; 
for a use tax refund or exemption, by De- 
cember 31, 1957, P. A. 31, approved April 3. 


The Maryland sales tax exemption on 
custom-cut timber has been extended to 
apply to sales of any service, fabrication or 
processing by sawmill operators of timber, 
lumber or other wood products where the 
title remains with farmer or farm owner, 
miner or mine owner, and the products are 
returned for use on the farm, in the mine 
or on mine buildings, Chapter 432, effective 
July 1, 1957. Exemption from the Mary- 
land gross receipts tax is granted foreign 
trust or safe deposit and trust companies 
engaged in investing trust funds in mort- 
gages or deeds of trust on Maryland prop- 
erty, Chapter 487, effective June 1, 1957. 
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Similarly, a foreign corporation will not be 
considered to be doing intrastate or inter- 
state business in Maryland by reason of its 
activities pertaining to mortgages or deeds 
of trust held by it on Maryland property, 
Chapter 486, effective July 1, 1957. 

The conditional repeal of the New York 
City auto use tax was made effective by 
the approval of Chapter 205, effective May 1, 
which makes available a share of state 
motor vehicle registration fees. The city 
may, however, face a flood of refund claims 
based on the state court of appeals’ decision 
of March 8 in Metropolitan Convoy Corpora- 
tion v. City of New York. In this case, an 
auto-delivery trucking firm receiving about 
65 per cent of its income from deliveries in 
the city challenged the levy as intended to 
apply only to trucks employed in the con- 
duct of local business. The court agreed 
and reversed lower rulings. 

Another New York law authorizes cities 
of up to 100,000 population to tax as high 
as 15 per cent the admission price on harness 
horse race meetings conducted wholly or 
partly within the city, Chapter 852, ap- 
proved April 23. 


In Pennsylvania, H. B. 337, substantially 
revising the sales tax and making it perma- 
nent at the 3 per cent rate, became law 
without approval on April 5. The 14-mill 
rate of the utility gross receipts tax is ex- 
tended through 1958, H. B. 330, approved 
April 4. 


Transfer taxes—The New York stock 
transfer tax exemption is changed to apply 
only to those transfers that are made in 
obedience to an order of the Federal Secu- 
rities and Exchange Commission that recites 
that the transfer is necessary or appropriate 
to effectuate the provisions of Section 11(b) 
of the Public Utility Holding Company Act 
of 1935, A. B. 945, approved April 11. 


Lake States 


Income taxes.—The Indiana Supreme Court 


ruled on March 26 that an out-of-state 
contractor is subject to the Indiana gross 
income tax on income derived from con- 
struction work upon lands ceded to the 
federal government or purchased and con- 
trolled by the United States. Any possible 
exemption was revoked by the Buck Act 
of 1940, as enacted by Congress, and whether 
the 1941 amendment to the Indiana Cession 
Act, which excepted from its provisions 
gross income from the performance of con- 
tracts upon land ceded to the federal gov- 
ernment, is constitutional is immaterial. 
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(Gross Income Tax Division v. Pearson Con- 
struction Company, 3 stc J 250-404.) 

Minnesota has generally adopted the pro- 
visions of Section 1014 of the federal Code 
relating to the basis of property acquired 
from a decedent, Chapter 301, applicable 
beginning January 1, 1957. 


Excise taxes.—The Minnesota law on in- 
toxicating liquor taxation has been changed. 
The tax shall be levied on all liquors manu- 
factured, imported or in possession of any 
person in the state. Natural fermented 
fruit juices for use in the home are exempt. 
Consignors of any foreign or imported liquor 
are required to send all invoices for ship- 
ments of liquor to the office of the com- 
missioner and the invoices shall precede the 
shipment to the consignee located in the 
state, Chapter 233, effective March 29, 1957. 
Oleomargarine made from soybean oil, in 
addition to other permissible fats and oils, 
will not be liable for the oleomargarine tax 
in Minnesota, Chapter 437, effective April 
14, 1957. 


Gift taxes—In regard to Minnesota gift 
taxation of joint tenancies, Section 2515 of 
the federal Code, relating to tenancies by 
the entirety and right of survivorship, has 
been adopted, Chapter 298, effective April 
4, 1957. 


Motor vehicle taxes.—The registration 
fee for urban transit busses in Ohio, for- 
merly based on weight, is now a flat $10. An 
urban transit bus, newly classified, is a 
motor vehicle seating more than seven per- 
sons, used primarily within one or more 
municipalities and with at least 75 per cent 
of its annual mileage within the municipali- 
ties, H. B. 153, effective March 29, 1957. 


Property taxes—A new direct annual 
property tax will be levied in Chicago if 
voters approve a proposed $50 million bond 
issue for school purposes at an election on 
June 3, 1957, S. B. 22, approved March 28. 

Minnesota lands occupied by, or used in 
connection with, facilities mining, quarrying 
or producing taconite and iron sulphides 
shall be exempt from all other taxes, in lieu 
of the tax on taconite and iron sulphides, 
which is additional to the occupation or 
royalty tax; however, the surface of reserve 
land containing taconite but not occupied 
or being worked may be assessed and taxed, 
Chapter 363, effective April 11, 1957. In 
computing the occupation tax on taconite 
and iron sulphide operations, a deduction 
would be allowed for other taxes paid, 
Chapter 365, effective April 11, 1957. Not 
for consideration as real estate not taxed by 
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direct tax upon assessed valuation for mort- 
gage registry purposes is real estate taxed 
under the sections relating to taconite and 
taconite operations or under the law relating 
to railroads transporting taconite or taconite 
concentrates other than as a common car- 
rier, Chapter 364, effective April 11, 1957. 


Sales and gross receipts taxes.—A _ peti- 
tion for rehearing has been filed in the 
Illinois Supreme Court in the Turner v. 
Wright case. This is the case in which the 
state court held the Illinois use tax uncon- 
stitutional on November 26, 1956; then 
reversed itself on rehearing and declared it 
valid on March 20, 1957. 


Midwestern States 


Income taxes.—Kansas levies on income 
are hiked. The tax on corporate income is 
raised from 2 per cent to 3 per cent; on 
individual income from $5,000 to $7,000, the 
rate is raised from 3 per cent to 3.5 per 
cent; and on individual income above $7,000 
the increase is from 4 per cent to 5 per cent. 
The increases are effective for tax years 
after 1956, S. B. 187, approved April 2, 
effective upon publication of the statutes. 

North Dakota will give a blind taxpayer 
and his spouse an additional exemption of 
$600, S. B. 287, effective July 1, 1957. 

Oklahoma will grant aid to farmers and 
ranchers in drought disaster areas by recog- 
nizing capital gains on livestock held for 
12 months and sold within the disaster area; 
the new law also provides for the nonrecog- 
nition of the gain if proceeds of the sale are 
reinvested in a new foundation herd, H. B. 
512, effective after 1956. 


Excise taxes.—Kansas will impose an 
excise tax of 2 mills per bushel upon wheat, 
S. B. 396, effective upon publication. The 
tax on cigarettes is raised in Kansas from 
3 cents to 4 cents per pack, with the dealer’s 
discount lowered from 8 per cent to 5 per 
cent of the face value of the stamps pur- 
chased, S. B. 188, effective April 1, 1957. 


Gasoline taxes.—lowa’s motor fuel tax 
will remain at 6 cents per gallon until June 
30, 1961, S. B. 229, effective July 1, 1957. 

The Kansas director of revenue may pro- 
vide that motor carriers whose vehicles 
only occasionally enter into the state may 
pay gasoline taxes on other than a quarterly 
basis, H. B. 498, effective upon publication 
of the statutes. 


Insurance company taxes.—The Kansas 
return and payment of the premiums tax 
for firemen’s relief will now be due on 
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April 1 of each year and will apply to insur- 
ance companies doing business in any town- 
ship, county or fire district having a regu- 
larly organized fire department, H. B. 73, 
approved April 6, effective upon publication. 
The fire marshal tax is increased from 0.5 
per cent to 0.75 per cent of all fire insurance 
premiums, H. B. 166, approved March 30, 
effective upon publication. Attorneys for 
reciprocal or interinsurance exchanges are 
required to pay the tax for firemen’s relief 
on all fire and lightning insurance, the fire 
marshall tax on fire premiums and the ad- 
mission fees and annual fees prescribed by 
Section 30-452, S. B. 437, applicable to all 
premiums received on and after January 1, 
1957. 


License taxes.—Nonresident contractors 
in Kansas will be required to register all 
contracts amounting to more than $3,000 
and pay a fee of $10 for each such contract. 
Where registration is impracticable, the 
nonresident contractor may file a blanket 
bond, paying the $10 fee for all contracts 
completed during the previous calendar year 
on or before March 1, H. B. 113, effective 
July 1, 1957. Any Kansas city now has the 
power to license any and all trades, occu- 
pations, businesses and professions, other than 
those engaged in collecting and disseminating 
news, which are not prohibited by law or 
are not or shall not be reserved to the state 
or county, subject to the constitutions and 
laws of Kansas and of the United States, 
H. B. 162, approved April 8, effective upon 
publication of the statutes. 

Mobile homes not registered in Nebraska 
that are located or operated in the state 
for more than 30 days must pay a $1 per- 
mit fee to the county clerk of the county 
where located; the annual license fee of 
mobile home courts is $25, L. B. 194, effec- 
tive three months after adjournment. 


Motor vehicle taxes.—County treasurers 
in Kansas will not accept registration appli- 
cations for motor vehicles unless shown a 
receipt for payment of personal property 
taxes or proof that no tax is due, H. B. 288, 
effective January 1, 1958. Provisions con- 
cerning the proportional registration of fleets 
of three or more vehicles operated in inter- 
state commerce have been amended, H. B. 
213, effective January 1, 1958. All trucks 
and truck tractors of a gross weight of 8,000 
pounds or less will be subject to a regis- 
tration fee of $15; formerly, trucks up to 
4,000 pounds paid a $10 fee; other changes 
are also made in the truck and trailer li- 
censing provisions, H. B. 363, fees prescribed 
applicable after January 1, 1958. Self-pro- 
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Federal immunity limited.—When 

the Veterans Administration sought 
reimbursement for gasoline taxes paid 
Massachusetts by its representatives, 
the Comptroller General ruled that 

the fact that the economic burden of 

a tax is passed on to the federal 
government does not make it a tax 
upon the United States, and 

the state may, therefore, collect. 


pelled construction equipment need not be 
licensed in Kansas, S. B. 86, approved April 
5, effective upon publication. 


In North Dakota, all out-of-state trucks 
exceeding 24,000 pounds of registered gross 
weight are excluded from the reciprocal 
agreements; such trucks are required to pay 
the registration fees or the truck-mile tax, 
H. B. 830, effective July 1, 1957. Fees for 
trailer identification plates are increased 
from $1 to $3 for trailers which are rented 
or leased on a commercial basis, H. B. 661, 
effective July 1, 1957. 


Property taxes.—All money, notes and 
other evidences of debt as defined in the 
Kansas statutes are subjected to a tax of 
5 mills on the dollar of actual value, H. B. 
571, approved April 8, effective upon publi- 
cation of the statutes. The discount of 2 
per cent on the last half of real estate and 
personal property taxes, formerly allowed 
when such taxes were paid in full on or 
before December 20, is abolished, H. B. 127, 
approved March 30, effective upon publica- 
tion of the statutes. On or before May 1 
of each year, taxpayers in Kansas must list 
intangible property and mail or deliver the 
list to the assessor. Failure to do so will result 
in determination of the value of such prop- 
erty by the assessor and the assessment of 
a 50 per cent penalty, H. B. 359, effective 
January 1, 1958. 

Where owners of sheep in Nebraska peti- 
tion the county board, and a planned pro- 
gram for the eradication of predatory animals 
is approved, a levy of not more than 20 cents 
per head on sheep by the county board is 
authorized, L. B. 556, effective three months 
after adjournment. 

Livestock present in North Dakota for 
30 days or more are subject to taxation; as 
long as farmers do not increase their live- 
stock inventory, replenishments will not 
subject them to additional tax; the tax will 
be prorated for livestock brought into the 
state after April 1 of each year, H. B. 780, 
effective July 1, 1957. 
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South Dakota calls for the assessment of 
property at its true and full value, but the 
taxable value of the property shall be only 
60 per cent of the assessed value, H. B. 501, 
effective March 18, 1957. The assessment 
period for all real and personal property 
in South Dakota is changed to the first six 
months of each year; in cities of the first, 
second and third classes, the value is to be 
assessed as of January 2 preceding the actual 
assessment date, H. B. 504, effective July 
1, 1957. 


Sales and gross receipts taxes.—The Iowa 
Supreme Court has ruled that no use tax 
is due from a dealer in heavy road-building 
machinery and equipment that effects most 
of its sales through a lease agreement with 
an option to purchase when the equipment 
is returned by the customer without exer- 
cising the option to purchase. (Herman M. 
Brown Company v. Johnson, April 3, 1957.) 

The Kansas sales tax is extended to 
isolated or occasional sales of motor vehicles 
and trailers, the rental of rooms by hotels 
for periods up to 28 consecutive days and 
to sales of tangible personal property that 
is to become a component part of property, 
the title to which will pass to the state or 
to any political subdivision, or to an educa- 
tional, religious, benevolent or charitable 
institution upon completion of a contract, 
S. B. 183, approved April 8, effective July 
1, 1957. 

The South Dakota tax on transient farmers 
is increased from 2 per cent to 3 per cent 
of gross receipts derived from farming 
operations, S. B. 314, effective July 1, 1957. 


Severance taxes.—Kansas will levy a 
severance tax of 1 per cent on oil and gas, 
H. B. 383, effective July 1, 1957. 


Tax administration—The Kansas Com- 
mission of Revenue and Taxation is abolished 
and a board of tax appeals, a department of 
revenue and a department of property valu- 
ation is created, S. B. 407, effective July 1, 
1957. 

The rules and regulations of the Nebraska 
Tax Commissioner are given the force of law, 
L. B. 80, effective February 27, 1957. A 
Nebraska county treasurer is authorized to 
refund taxes paid because of a clerical error 
by taxing officials; claims must be filed 
within 30 days after payment of the tax, 
L. B. 501, effective March 29, 1957. 


Pacific States 


Income taxes.—California will allow tax- 
payers an income tax deduction of up to 
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$100 for political contributions, Chapter 255, 
approved April 30. The state will abolish 
the personal income tax credit for foreign 
taxes on income earned within the foreign 
jurisdiction, but a credit is still allowed for 
taxes paid to other states, A. B. 177, ap- 
proved April 23. The missing of an in- 
stallment on personal income taxes will 
cause all unpaid taxes to immediately be- 
come due, Chapter 161, approved April 22. 
General adoption is made of the Sections 
1101 to 1103 of the federal Code, dealing 
with tax treatment of distributions pursuant 
to the Bank Holding Company Act of 1956, 
Chapter 162, approved April 22. A Cali- 
fornia taxpayer contributing 10 per cent 
or more toward the support of a dependent 
under the same conditions prescribed in 
federal Code Section 152(c) would be granted 
a dependency exemption; and the exemption 
for assignment of rights (federal Code Sec- 
tion 1240) is limited to rights included in 
terms of employment before June 6, 1955, 
Chapter 160, approved April 22.  Incor- 
porated into the state’s corporation income 
tax law are the following sections of the 
federal Code: Section 357 (assumption of 
liability in corporate reorganizations); Sec- 
tions 373 and 374 (recognition of gain or 
loss in railroad reorganizations); Section 
108 (exclusion of income from discharge of 
indebtedness); and Sections 1101 to 1103 
(distributions pursuant to the Bank Holding 
Company Act of 1956), Chapter 166, ap- 
proved April 22. 


An Oregon corporation may treat organi- 
zational expenses as deferred expenses for 
excise and income tax purposes, Chapter 74, 
approved March 29, Any provision of any 
net income tax law dealing with the deferral 
of tax recognition of gain on voluntary or 
involuntary conversion or exchange of tan- 
gible real or personal property will, for tax 
years beginning after 1956, be limited to 
cases in which the newly acquired property 
has its situs in Oregon, Chapter 102, ap- 
proved April 5, 1957. 


Excise taxes.—The Idaho tax on prunes 
is raised to 2.5 cents per one-half bushel 
or 8.5 cents per hundredweight in other 
containers, H. B. 161, effective February 28, 
1957. 

Losses arising from theft or embezzlement 
will be treated in Oregon, for corporate 
excise tax deductions purposes, as sustained 
during the tax year the loss is discovered, 


H. B. 148, approved April 4. 


The Washington excise 
trailers is lowered from 


tax on house 
1.5 per cent to 
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1 per cent of fair market value and, in addi- 
tion, a $3 license fee is charged, Chapter 269, 
approved March 26. Due to expire in June, 
the Washington 60 per cent surtax on 
business and occupation taxes due from busi- 
nesses other than the buying and whole- 
saling of grain and flour manufacturing has 
been made permanent, Chapter 279, ap- 
proved March 26. 


Franchise taxes and fees.—Fees charged 
both Washington domestic and foreign cor- 
porations for filing articles of incorporation 
and the annual license fees, including the 
yearly maximum, are doubled, Chapter 198, 
approved March 22. 


Gasoline taxes.—Urban busses in Wash- 
ington traveling not more than five road 
miles outside a city’s corporate limits will be 
refunded gasoline taxes paid and will be 
exempted from the diesel fuel tax until 
June 30, 1959, Chapter 292, approved March 
26. Gasoline used exclusively for marine 
purposes is exempted from the tax; where 
dealers make sales of gasoline for tax- 
exempt purposes, they may be allowed a 
credit in lieu of a refund of the tax, Chapter 
218, effective July 1, 1957. 


Inheritance, estate and gift taxes.—The 
Oregon gift tax is due by April 15 instead 
of March 15, Chapter 159, approved April 19. 

Inheritance taxes in Washington are in- 
creased by the removal of the $40,000 insur- 
ance exemption and the removal of the 
deduction for federal estate taxes, Chapter 
280, effective June 14, 1957. All property 
of the decedent, rather than all real estate 
and improvements thereon, shall be used in 
computing the inheritance tax; returns no 
longer need be made in duplicate; and the 
filing and payment date is changed from 
March 15 to April 15, Chapter 285, effective 
June 14, 1957. 


License taxes.—Nevada incorporated cities 
and towns can impose a license tax on all 


occupations and businesses, Chapter 362, 
approved April 1. Gambling establishments 
with three games will pay an annual license 
fee of $400; the $1,000 fee on all games over 
ten is reduced to $200 per game for all 
games over 16, Chapter 406, effective April 
2, 1957. 

Motor vehicle taxes.—Nonresident owners 
of motor vehicles, trailers or semi-trailers 
who are gainfully employed in Oregon or 
who become residents of Oregon need not 
register their vehicles in Oregon until the 
expiration of the license and registration 
held before coming to Oregon, S. B. 61, 
approved April 19. 
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Washington will institute a system of 
staggered motor vehicle registrations, Chap- 
ter 261, approved March 26. The state will 
also permit the gross weight license fee of 
a three-axle truck and a two-axle pole trailer 
to be paid in monthly installments of one- 
twelfth the annual fee during the months 
of October through March in 1957 and 1958, 
Chapter 273, approved March 26. 


Property taxes.—An annual ad valorem 
tax levy for general expenses of $2 million 
for 1957 and 1958 will be levied in Idaho, 
H. B. 369, effective March 26, 1957. Assess- 
ment of seeds may be cancelled by the 
board of equalization upon proof the seeds 
were actually sold and transported or shipped 
to another point outside the state by April 
30 of the year of assessment, S. B. 79, effec- 
tive March 7, 1957. 


The Nevada property rate for fiscal years 
beginning July 1, 1957 and 1958 is fixed at 
28 cents on each $100 of taxable property, 
Chapter 385, approved April 1. The date 
for claiming the real property tax exemption 
granted widows and orphans, the totally 
blind and veterans has been changed from 
the first Monday in October to the first 
Monday in August, A. B. 304, effective 
March 26, 1957. 


Property of fire protection organizations 
in Oregon is exempted from property taxa- 
tion, Chapter 189, approved April 24. 


Washington counties of the fifth class 
and under are authorized to levy from eight 
to 11 mills for general county purposes and 
from seven to ten mills for county road 
purposes, with a ceiling of 18 mills for the 
combined levies, Chapter 262, approved 
March 26. Property taxes levied for public 
purposes by counties and political subdivi- 
sions in Washington will be refunded for 
various reasons such as clerical error, but 
not for error in determining the value of the 
property, Chapter 120, approved March 19. 


Sales and gross receipts taxes.—California 
has filed a petition for certiorari in California 
State Board of Equalization v. Googin, Docket 
No. 875, seeking the United States Supreme 
Court’s overruling of the Ninth Circuit deci- 
sion that a trustee making sales in liquida- 
tion under order of a bankruptcy court was 
not liable for California sales tax, nor were 
the purchasers liable for use tax. 


The Nevada use tax applies and must be 
paid before registration on vehicles pur- 
chased out of state by residents or persons 
employed in the state at the time of pur- 
chase, Chapter 297, effective March 28, 1957. 
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Stamped out.—Trading stamps, as 
well as coupons or similar devices, 
become illegal in Kansas on April 

1, 1958. Present license fees 

for dealing in trading stamps range 
from $4,000 to $7,000, depending 
upon population of the county where 
the license is sought.—S. B. 362. 


The Washington temporary sales tax on 
transient lodgings is made permanent; so, 
also, is the temporary 10 per cent tax on 
the sale of packaged liquors; sales to con- 
tractors installing, repairing or constructing 
real or personal property for consumers, if 
the tangible personal property becomes a 
component part of the real or personal prop- 
erty, are exempt, Chapter 279, approved 
March 26, 1957. 


Tax administration—The purchase and 
foreclosure of mortgages in Washington by 
foreign corporations will not be considered 
as doing business in the state, but such 
corporations are not allowed to hold prop- 
erty acquired by foreclosure or voluntary 
conveyance for more than five years, Chap- 
ter 139, approved March 20. 


Corporations organized or doing busi- 
ness in Arizona must file their annual report 
and pay the annual fee by the fifteenth day 


of the fourth month after the close of the 
fiscal year adopted for income tax purposes, 
Chapter 98, effective June 14, 1957. 


Southern States 


Income taxes.—Arkansas now allows a 
deduction for medical expenses which ex- 
ceed 3 per cent of the gross income of the 
taxpayer; limitations are placed on the 
maximum amount deductible based on the 
number of exemptions and whether the tax- 
payer is single or married, H. B. 80, effec- 
tive for income earned on and after Janu- 
ary 1, 1957. 


Inheritance, estate and gift taxes.—Closing 
a loophole, West Virginia provides that the 
exemption under the inheritance tax for 
property upon which a previous tax had 
been levied within three years of the death 
of the transferor is limited to property 
which was not exempt at the time of the 
previous transfer, S. B. 332, approved March 
15. The priority of the inheritance tax lien 
is modified so as not to apply to the transfer 
or delivery of $2,500 or less from the bal- 
ance of a joint bank account shared with 
the decedent when the transfer is to the 
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surviving co-owner who is the wife, hus- 
band, child, stepchild or the descendants 
of a living or deceased child per stirpes, or 
father or mother of the decedent, S. B. 49, 
effective 90 days after March 8. 


Insurance company taxes.—Surplus line 
brokers in Arkansas are required to remit 
to the state treasurer by March 1 of each 
year a 4 per cent tax on their direct pre- 
miums, less return premiums, exclusive of 
sums collected to cover federal taxes on 
surplus line insurance subject to tax trans- 
acted by them during the preceding calendar 
year, S. B. 306, effective June 13, 1957. 


License taxes.—An alternate solicitors tax 
is provided in Tennessee, under which con- 
cerns may pay to the commissioner of 
finance and taxation $100 per year, plus $2 
for each representative, Chapter 319, effec- 
tive July 1, 1957. 


Motor vehicle taxes.—Tennessee has 
changed its provisions concerning the as- 
sessment of motor carriers, Chapter 191, 
effective March 18, 1957. Passenger motor 
carriers with limited routes will be taxed 
$7.50 for each passenger seat, Chapter 383, 
effective April 1, 1957. Farm trucks in the 
new weight classification from 18,000 to 
22,000 pounds may be registered upon the 
payment of a $90 fee, Chapter 388, effective 
March 1, 1957. The registration of inter- 
state freight motor vehicles and the pay- 
ment by them of the quarterly payments of 
the gasoline tax may be waived when they 
carry farm products during the harvest sea- 
son, Chapter 352, effective March 29, 1957. 

Prepayment of all personal property taxes 
will be required for the registration of 
motor vehicles in West Virginia, beginning 
in 1958, S. B. 212, approved March 12. 
Registration fees for busses in West Virginia 
will now be based on declared gross weight 
rather than on seating capacity and mileage, 
H. B. 360, effective July 1, 1957. 


Property taxes.—Annual assessment of 
property will be made in Arkansas, Act 385, 
effective beginning in 1958. 

The limitation on the amount a county 
in Tennessee might levy for general pur- 
poses has been abolished, Chapter 328, ef- 
fective March 29, 1957. 

South Carolina exempts rural telephone 
cooperatives from property taxes, but cities 
or towns may tax property used to render 
service to residents within their corporate 
limits, S. B. 83, effective April 11, 1957. 


If 60 per cent of the qualified voters of a 
West Virginia school district approve in 
1958, the maximum property tax levies for 
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public schools could be increased not over 
100 per cent for a period not over five years, 
S. B. 312, effective 90 days after March 7. 
A constitutional amendment to exempt bank 
deposits and money from property taxation 
will be submitted to the voters in 1958, S. B. 
253, effective 90 days after March 5. County 
boards of education in West Virginia may 
levy a tax on all deeds, trust deeds and 
mortgages transferring title to real and 
personal property recorded in the county, 
S. B. 214, effective March 8, 1957. County 
boards of education may also levy a per- 
sonal school tax of not more than $10 on 
each resident of the county 21 years or 
more of age, S. B. 213, effective March 
8, 1957. 


Sales and gross receipts taxes.—The Texas 
tax on admissions to entertainments such 
as motion pictures, operas and plays held 
at fixed or regularly established theaters 
has been changed, H. B. 7, effective March 
22, 1957. 

Whereas the Tennessee sales tax was 
formerly levied upon the consumer and 
collected by the dealer, the dealer is now 
made liable for the tax, collecting from the 
consumer in so far as possible, Chapter 307, 
effective March 23, 1957. 


Western States 


Income taxes.—Colorado’s tax reduction, 
20 per cent in recent years, will be 15 per 
cent for calendar and fiscal 1957; an in- 
crease is made in the personal exemption 
from $600 to $750 for tax years ending after 
July 1, 1957; and the following are excluded 
from gross income: welfare fund pension 
payments whether established by labor 
unions or by employer-union agreement, 
federal old age and survivors insurance 
benefits, and federal civil service retirement 
benefits, H. B. 49, approved April 23. The 
privilege in Colorado of paying income 
taxes in installments is repealed, effective 
with taxable years ending on or after De- 
cember 31, 1957, H. B. 232, approved 
April 24. 

Where proceeds from enforced sales of 
agricultural land (used for crop raising or 
grazing) in New Mexico are used within 
two years for the purchase of other agri- 
cultural land, they are exempt from the 
income tax, H. B. 41, effective to sales 
enforced after 1955. 


Business and occupational taxes.—New 
Mexico authorizes H class counties to 
assess and collect occupational taxes upon 
utilities, manufacturers, wholesale and retail 
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merchants and dealers, and other business, 


H. B. 176, effective June 8, 1957. 


Excise taxes.—Montana’s liquor control 
board may collect an additional 4 per cent 
license tax on the retail selling price of all 
liquor sold and delivered; computation of 
the tax will be in the same manner as the 
state excise tax, H. B. 363, effective July 
1, 1957. 


Gasoline taxes.—In New Mexico, H class 
counties are granted further authorization 
to collect a one-cent-per-gallon license tax 
upon gasoline and motor fuel sold; they 
may require report filings and tax payments 
to be made monthly, quarterly or semiannually 
by distributors and retail dealers, H. B. 176, 
effective June 8, 1957. The New Mexico 
definition of motor fuel is amended to in- 
clude gasoline or any other inflammable 
liquid chiefly used to propel motor vehicles, 
motor boats or aircraft. Transporters of 
motor fuel must submit reports on or before 
the twenty-fifth day of the month following 
the month reported on, S. B. 198, effective 
June 8, 1957. 


Inheritance, estate and gift taxes.—Colo- 
rado now allows a credit for inheritance 
taxes previously imposed on property which 
is transferred to a decedent who died within 
three years of the death of the previous 
decedent, replacing the former credit for 
inheritance taxes previously imposed within 
three years of the present transfer, H. B. 72, 
approved April 23. 

Montana provides that all taxes of the 
decedent due and unpaid at death are de- 
ductible from the estate subject to inherit- 
ance tax, H. B. 36, effective February 7, 
1957. 

License taxes.—The annual license tax on 
Montana metalliferous mines is raised from 
1 per cent to 1.25 per cent of the annual 
amount of the gross value of the product 
in excess of $500,000, H. B. 276, effective 
July 1, 1957. In Montana counties where 
there is a predatory animal control pro- 
gram, the license fee per head of sheep is 


increased from five cents to ten cents, S. B. 
06, effective March 3, 1957. 


Motor vehicle taxes.—Owners of a motor 
vehicle, trailer or semitrailer in Colorado 
need not pay registration or reregistration 
fees until they intend to operate or draw 
the above vehicles on the state highways, 
S. B. 234, approved May 1. 


New Mexico’s previous weight classifica- 
tion of truck tractors, road tractors and 
trucks from 1,600 to 2,400 pounds is ex- 
panded to an upper limit of 3,000 pounds; 
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“A skillful lawyer in opening a case 

will often be able to throw so much 
doubt around a clear matter, or give so 
much importance to an immaterial one, 
that his unwary opponent follows 

him into the web of sophistry, when 

he could have stood secure on 

ground of his own selection.” 
—Samuel F. Miller, 

Supreme Court Justice, 1862-1890. 


farm vehicles having a chassis weight of 
3,000 pounds or more may be registered at 
two thirds the regular rate, S. B. 47, effec- 


tive June 8, 1957. 


Property taxes.—Colorado increases the 
annual tax levied on goats and sheep, except 
those in feed lots, from 10 mills to 20 mills 
on each dollar of assessed valuation for 1957 
and thereafter, H. B. 170, effective March 
12, 1957. Colorado also changes the prop- 
erty tax assessment date from March 1 to 
February 1; eliminates the exemption of 
$200 of personal property granted to the 
head of a family; grants an exemption for 
household furnishings and personal effects 
which are not used for the production of 
income; increases the exemption for parson- 
ages from $3,000 to $6,000 of assessed valu- 
ation; repeals the tax levy of four mills on 
the dollar for state purposes; and provides 
that property brought into the state after 
the assessment date, which does not remain 
in the state for a full year, will be valued 
for tax purposes at full cash value with no 
proration, H. B. 4, effective February 28, 
1957. 

A referendum is necessary in Montana on 
a new law that would raise the tax rate 
on real and personal property six mills on 
the dollar for a ten-year period beginning 
with the year 1959, in addition to the levy 
authorized by the constitution, H. B. 461, 
approved March 14, 1957. 

New Mexico tightens up its property ex- 
emption for veterans. To qualify, World 
War I veterans must have become resi- 
dents of the state prior to 1934, World 
War II veterans prior to 1947, and Korean 
conflict veterans prior to 1955; discharge 
brought about by service-connected disabili- 
ties will waive the 90-day service require- 
ment; and where both husband and wife 
were soldiers, each is entitled to the full 
amount of their respective exemptions, S. B. 
129, effective June 8, 1957. 

Utah will permit the property of co- 
operative nonprofit telephone corporations 
to be taxed but not on a value in excess 
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of $10 per circuit mile of line, H. B. 109, 
effective May 14, 1957. The time during 
which Utah cities of the first class may levy 
an additional four mill tax, above the over- 
all limitation, for sewage disposal purposes 
has been extended from five years to ten 
years from the date of the first levy, S. B. 
230, effective May 14, 1957. 


Sales and gross receipts taxes.— Vending 
machine sales below the 19-cent minimum 
taxable sale are exempt from the Colorado 
sales tax, but vendors must pay sales tax 
at the time the items are purchased, H. B. 
307, approved April 30. 

Sales taxes up to 1 per cent may be fixed 
and collected by the governing body of any 
incorporated city, town or village in New 
Mexico, whereas, previously, only cities of 
70,000 or more could levy a sales tax. In 
the smaller municipalities under 70,000, how- 
ever, voter approval is necessary before the 
tax can be imposed, S. B. 110, effective June 
8, 1957. New Mexico has subjected un- 
registered tractors and vehicles to a use tax 
at the rate of 1 per cent of sales price; 
subjected persons preparing timber or lum- 
ber for commercial use or sale to whole- 
salers or retailers to a privilege tax of 0.25 
per cent of their gross receipts; and ex- 
empted from the privilege tax gross receipts 
of persons engaged in manufacturing, smelt- 
ing, refining, reducing, processing, com- 
pounding, fabricating, packing, preserving, 
distilling, preparing for sale or commercial 
use, or the making of wares, commodities 
or material products, other than the natural 
resource products specifically subjected to 
the tax, Chapter 227, effective June 8, 1957. 
Dealers in new or used tractors or vehicles 
not subject to registration shall pay a tax 
of 1 per cent upon the selling price, less 
trade-in allowances, Chapter 177, effective 
June 8, 1957. The state repeals the 5 per 
cent gross receipts tax on express com- 
panies, Chapter 66, effective June 8, 1957. 
It also repeals the tax exemption for sales 
made to the United States, its agents or 
instrumentalities, Chapter 187, effective June 
8, 1957. 


Severance taxes.— Correcting last month’s 
report on the imposition of a severance tax 
on uranium, thorium and rare earth in New 
Mexico, the rate of the tax is 0.5 per cent 
and not 0.75 per cent, S. B. 241, effective 
March 18, 1957. 


Tax administration—The securing of 
mortgages or liens on real or personal prop- 
erty in Utah by a foreign corporation will 
not constitute doing business within the 
state, S. B. 222, effective March 22, 1957. 
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ax-Wire 


This department lists meetings of 
interest to tax men and reports on 
studies, speeches and other activities 
in the tax field. Featured this month: 
accountancy and tax conferences... 
honoring of accounting authority . . . 
history of federal taxation . . . Tax 
Foundation's tax allocation formula 
for 1957 . . . report on digest of state 
forest tax laws . discussion on 
tax system existing in ancient Rome. 


Meetings of Tax Men 


Southern States Accounting Conference.— 
The Southern States Accounting Confer- 
ence will be held June 9 at Fort Worth, 
Texas. 


Certified Public Accountants of the Pa- 
cific Northwest.—The thirty-fourth annual 
conference of the Certified Public Account- 
ants of the Pacific Northwest will be held 
at Gearhart (by-the-sea), Oregon, June 20-22. 


North American Gasoline Tax Confer- 
ence.—Forthcoming regional meetings of 
the North American Gasoline Tax Confer- 
ence are as follows: June 12-14, North- 
eastern Region, Hotel Biltmore, Providence, 
Rhode Island; June 17-19, Central Region, 
Deshler Hilton Hotel, Columbus, Ohio; 
July 7-9, West Central Region, Hotel 
Monteleone, New Orleans. 


Dr. Saxe honored.—Dr. Emanuel Saxe, 
dean of the Baruch School of Business of 
the City College of New York, was awarded 
the annual service award of the New York 
State Society of Certified Public Accountants 
at the society’s sixtieth annual dinner held 
May 13. The citation listed Dr. Saxe’s ac- 
complishments as teacher, author and editor 
in the accountancy field. 


Brief History 
of Federal Taxation 


The following represents a brief history 
of federal taxation in the United States, as 
prepared by the Internal Revenue Service. 

Nearly a century has passed since the 
collection of federal taxes on a systematic 
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basis began in the United States, but it was 
not until the early years of the twentieth 
century that methods and types of federal 
tax collection evolved into a pattern of 
which today’s system is a direct outgrowth. 


Wars, periods of depression and of pros- 
perity, show up graphically in the cold 
figures of official internal revenue tabula- 
tions. In each of the two worst years of 
the depression of the 1930's, collections of 
federal revenues totaled slightly more than 
$1.5 billion. Less than 25 years later, in 
fiscal 1956, collections amounted to more 
than $75 billion. 


Few taxes were levied in the nation’s 
early history. During the decade from 
March, 1791, taxes were imposed primarily 
on distilled spirits, tobacco and snuff, re- 
fined sugar, carriages, property sold at 
auction, bonds and various legal instruments. 


The heavy costs of the War of 1812 
added new taxable items, and brought about 
what is believed to be the nation’s first sales 
tax. Gold and silverware, jewelry and 
watches were among new taxable products. 
But the nation recovered rapidly from 
the financial pressures of that war, and, 
despite strong recommendations by the 
Secretary of the Treasury in 1815 that a 
permanent internal revenue system be set 
up, Congress two years later abolished all 
internal revenue taxes. High customs re- 
ceipts realized from imported goods prompted 
this action. 


The nation weathered the Mexican War, 
Indian campaigns and various other troubles 
without dire monetary problems. With the 
Civil War, however, tremendous demands 
were made on the national treasury. 


Commissioner’s office created—In 1861, 
a series of sweeping revenue laws was 
adopted by Congress. Among them was 
the nation’s first income tax law. The 
office of Commissioner of Internal Revenue 
was created, effective July 1, 1862, and 
that new official of the government was 
given the power to assess, levy and collect 
taxes, and the right to enforce the tax 
laws through seizure and prosecution. 


Ten years later, toward the end of 1872, 
his duties and responsibilities were outlined 
by Congress in greater detail and were 
established in today’s general pattern. 


Congress, during the early days of the 
Civil War, decided that successful govern- 
ment operation and proper prosecution of 
the war would require some $20 million in 
direct taxes. This sum, which was appor- 
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tioned for collection among the states of the 
Union, was supplemented by ar income 
tax and increased customs duties on imports. 


The $600 basic income tax exemption 
figure first appeared during the Civil War. 
In addition to the general taxes then levied, 
and, indeed, retained for a few years after 
the war, were license taxes on trades, voca- 
tions and occupations; taxes on cotton, 
cattle, hogs and sheep, along with special 
levies on bank surpluses, railroad bond in- 
terest, advertisements, medicines, perfumes 
and cosmetics, playing cards and other 
items—and an “inheritance tax” made its 
debut, too. 


In fiscal year 1866, internal revenue col- 
lections reached their highest point in the 
nation’s 90-year history—more than $310 
million. That figure was not attained again 
until 1911, 


In the two years after the Civil War, 
Congress progressively reduced many taxes 
and eliminated others. In 1868 tax concen- 
tration was again brought to bear on to- 
bacco and distilled spirits, and stamp taxes 
on both products began in an effort to 
systematize what had been up to that time a 
type of levy difficult to enforce. 


Revenues ranged from $100 million to as 
high as $161 million per year in the 1870's, 
1880’s and early 1890’s. The income tax 
had a short-lived revival in 1894 and 1895. 
In the latter year the United States Su- 
preme Court first declared the law impos- 
ing taxes on income derived from real 
estate and from state and municipal bonds 
invalid, and, on a rehearing, decided that 
the whole income tax law was unconstitu- 
tional on the ground that it was a direct 
tax and not apportioned among the states 
in conformity with the Constitution. 


Collections from taxes of other types 
averaged $300 million per year during the 
Spanish-American War period, falling short 
of the peak reached at the close of the 
Civil War. They averaged $250 million a 
year during the ensuing decade. 


The Sixteenth Amendment to the Con- 
stitution was approved as the nation’s popu- 
lation neared the 100 million mark. It 
became effective February 25, 1913. It gave 
to Congress the power to levy and collect 
taxes on income, from whatever source 
derived, without apportionment among the 
states, and without regard to any census 
or enumeration. 


On October 3, 1913, Congress enacted the 
income tax law, which imposed a tax on net 
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incomes of both individuals and corpora- 
tions. In 1917, the year the United States 
entered World War I, the Bureau of In- 
ternal Revenue was reorganized to meet 
the new demands of the revenue program, 
and both audit and accounting procedures 
were overhauled. 


In fiscal 1918, internal revenue collections 
for the first time passed the $1 billion per 
year mark. In fact, they rose from the 
previous year’s hitherto all-time hgh of 
$809 million to just short of $3.7 billion; rose 
$150 million the year following, and to a 
new record $5.4 billion the next year. They 
declined to an average $2.8 billion for the 
next eight years, edged over $3 billion again 
in 1930, fell $500 million in fiscal 1931, and 
sagged to just over $1.5 billion for 1932 and 
1933. 


A gradual increase over succeeding years 
brought the total to nearly $7.5 billion as 
America entered World War II. The war- 
time peak was reached in fiscal 1945, with 
collections of $43.675 billion. For the next 
five years collections hovered just above or 
below the $40 billion mark, then rose to 
more than $50 billion in 1951, $65 billion 
in 1952, just short of $70 billion each in 
1953 and 1954, fell to $66 billion in 1955, 
and hit their all-time high, $75.113 billion, 
in 1956. The nation in that year passed the 
165 million population mark. 


Digest of State Forest 
Tax Laws Issued 


The first edition of the State Forest Tax 
Law Digest published since 1945 has just 
been issued by the Forest Service of the 
United States Department of Agriculture. 


The publication presents a synopsis in 
nontechnical language of the essential fea- 
tures of 44 state forest tax laws in effect 
on December 31, 1956, in 29 states, Hawaii 
and Puerto Rico. It does not include laws 
or administrative guides relating to the 
assessment of forest lands that are subject, 
like real property in general, to the prop- 
erty tax. 


The digest arranges the tax law sum- 
maries alphabetically by state within five 
groups: bounty and rebate laws, exemption 
laws, modified property tax laws, yield tax 
laws and severance tax laws. 


The summaries include citations indi- 
cating where the laws may be found in the 
respective state codes and in the appro- 
priate CCH Strate Tax Reports. 
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In addition to the summaries, the inci- 
dence of the various types of forest tax 
laws is tabulated by states, and a selected 
bibliography of studies of state and local 
forest taxation is presented. 


Allocation of Federal 
Tax Burden to States 


On April 22, the Tax Foundation released 
a study giving a detailed description of the 
way in which its widely used formula for 
allocating the federal tax burden among the 
states is derived. The publication is Research 
Aid No. 3, entitled Allocating the Federal 
Tax Burden Among the States. In addition 
to explaining the allocation formula, the 
publication presents the foundation’s alloca- 
tion of the tax burden for 1957. 


The need for a formula approach to the 
problem of allocating the federal tax burden 
arises because federal tax collections by 
state, as reported by the Internal Revenue 
Service, do not reflect the distribution of the 
burden of these taxes. Individual income 
taxes that are withheld are generally credited 
in the federal tabulations to the state in 
which the home office of the company with- 
holding and remitting the taxes is located, 
not necessarily in the state where the wage 
earner lives. Tobacco taxes are largely col- 
lected in North Carolina, Kentucky and 
Virginia, but the burden presumably falls 
on people in every state according to their 
consumption of tobacco. Similar discrepancies 
exist in other tax areas. 

The Tax Foundation’s single figure show- 
ing the percentage share of the total tax 
purden borne by each state is the result of 
totaling the share of the total tax burden 
borne by each state for each of the follow- 
ing types of taxes: individual income tax, 
corporation income tax, estate and gift taxes, 
employment taxes, and excise and customs 
taxes. 

To arrive at the subordinate figures, the 
foundation first determines the basis of 
allocating the burden the particular tax lays 
upon the state. For the individual income 
tax burden, the basis of allocation by state 
is the distribution of federal individual in- 
come tax liability indicated by individual 
income tax returns as reported in Statistics 
of Income, brought up to date by changes 
in personal income in that state from 1953 
to 1955 (the latest year data on personal 
income by state is available). 

The corporation income tax is assumed to 
be split equally between shareholders and 
consumers. The allocation basis for that 
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part of the corporate income tax assumed 
borne by shareholders is the distribution of 
dividends by state; the basis for the part 
assumed borne by consumers is the distribu- 
tion of retail sales by state, both distribution 
figures being obtained from Department of 
Commerce reports. 


The basis for allocating estate and gift 
taxes is simply the collections by state as 
reported by the Internal Revenue Service. 
Employment taxes are assumed to fall equally 
on wage earners and on consumers. That 
part of employment taxes falling on wage 
earners is allocated to the states on the 
basis of Department of Commerce figures 
on personal contributions for social insur- 
ance, and that part deemed shifted to con- 
sumers is allocated on the basis of retail sales. 


Of the excise taxes, taxes on alcoholic 
beverages are allocated to the states on the 
basis of consumption data obtained from 
trade associations; tobacco taxes are allo- 
cated on the basis of population figures; 
motor vehicle taxes on the basis of regis- 
trations; motor fuel taxes on the basis of 
consumption data and other excises and 
customs duties on the basis of retail sales. 


After determining the allocation basis for 
a particular tax to a particular state, the 
figure obtained (expressed as a percentage), 
is multiplied by the percentage which the 
federal tax receipts for that class of tax 
is of total federal tax receipts. For example, 
the individual income liability base for 
Alabama is .87 and the percentage distribu- 
tion of individual income taxes in total 
federal tax receipts for 1956 is 44.6. Multi- 
plied together, these give the figure of .39 
per cent as the share of the burden of total 
federal taxes to be borne by the State of 
Alabama in 1957 through income taxes paid 
by its individual residents. 


In cases such as employment taxes where 
the taxes are assumed to fall equally on two 
groups, the allocation-basis figure is multi- 
plied by half the percentage distribution 
which the particular type of tax represents 
in the total federal tax receipt picture. In 
the case of employment taxes, each of the 
two allocation bases would be multiplied 
by .0503, since employment taxes repre- 
sented 10.06 per cent of total federal collec- 
tions in 1956. 


As stated previously, adding together the 
shares of the total burden borne by a state 
via each type of tax gives the percentage 
of the total federal tax burden deemed to 
be assumed by that state. 


TAXES —The Tax Magazine 





The percentage distribution of the federal 
tax burden for 1957, as reached by the Tax 
Foundation’s allocation formula, is as follows: 


Distri- 
bution 
100.00 


Distri- 


State bution 


Mississippi 49 
Missouri 2.59 
Montana 35 
Nebraska .68 
Nevada .20 
New Hampshire  .36 
New Jersey 4.10 
New Mexico 34 
New York 13.33 
North Carolina 1.44 
North Dakota 25 
Ohio 6.16 
Oklahoma .99 
Oregon .98 
Pennsylvania 7.01 
Rhode Island 55 
South Carolina .68 
South Dakota .24 
Tennessee 

Texas 

Utah 

Vermont 

Virginia 

Washington 

West Virginia 
Wisconsin 

Wyoming 


State 
Total 

(continental 

United States) 
Alabama 1.00 
Arizona A8 
Arkansas 52 
California 9.66 
Colorado .92 
Connecticut 2.04 
Delaware 51 
Florida 2.13 
Georgia 1.36 
Idaho .26 
Illinois 7.26 
Indiana 2.43 
Iowa 1.24 
Kansas 1.02 
Kentucky 1.10 
Louisiana 1.17 
Maine 47 
Maryland 2.68 

(includes Dis- 

trict of Colum- 

bia) 
Massachusetts 
Michigan 
Minnesota 


Taxation in the Ancient World 


The following discussion on taxation in 
ancient Rome is reprinted with permission 
from the September-October, 1956 Canadian 
Tax Journal. It is written by Gwyneth 
McGregor and is a follow-up to her articles 
on taxation in ancient Babylonia and Egypt 
that were reprinted in the September, 1956 
issue of TAXEs, and her articles on ancient 
Persia and Greece, which were reprinted 
in the May, 1957 issue. 

The earliest known Roman tax was the 
tributum, or war tax, which dates back to 
primitive days when the kings of Rome 
were elective, not hereditary. Their chief 
function was to lead the people in war, and 
they were, therefore, given the power to 
levy this war tax in time of need. As it was 
the earliest, so it was also the most persist- 
ent of the Roman taxes, and reappeared 
throughout the periods of the Republic and 
the Empire. 


During the Roman Republic the scattered 
communities of Italy were joined ‘in a loose 
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political confederation under the leadership 
of Rome. For taxation purposes, Roman 
citizens and the allies (socit) were organized 
separately. The tributum was still the main 
tax, and took the form of a direct capital 
levy on Roman citizens according to their 
capacity to pay. At first it was imposed on 
real property only, but after 312 B.C. the whole 
personal estate of the citizen was included. 


The tributum simplex was a one-mill tax 
(one tenth of 1 per cent of property values) 
which was not permanent but was levied for 
military purposes only; and taxpayers might 
be—and occasionally were—reimbursed by 
the treasury when it could afford it (an idea 
which we might commend to the Minister 
of Finance today). The allies were free of 
all direct taxation, though any of their 
people who settled on Roman state land 
paid the usual rent to the state. Both citi- 
zens and allies paid customs duties. 


During the First Punic War in the mid- 
dle of the third century B.C., the treasury 
was exhausted. Taxes were so high that 
they could not be increased, and the gov- 
ernment had recourse to the Greek system 
of a “liturgy,” or war loan. A war fleet was 
raised by public subscription, it being under- 
stood that the state would refund the money 
in the event of victory. During the war 
against Hannibal, in 215 B.C., the tributum 
was simplex no longer, for it was doubled to 
meet the expenses of the war. 


Roman taxation of the provinces con- 
quered by the Republic was somewhat dif- 
ferent from the taxation of citizens and allies. 
When the Romans conquered a province, 
they exacted two kinds of taxes: a fixed 
sum, which was regarded as a war indem- 
nity, and variable payments. The first was 
paid direct to the state; the second was 
farmed out, in the Greek fashion, to the 
highest bidders—a process which was in- 
evitable because Rome wanted to set up a 
fiscal machine without paying for a civil 
service. 


Sometime in the second century B.C., 
Gaius Gracchus decided to levy tithe from 
the whole of Asia, and auctioned off the 
huge contract in Rome. Thus there came 
into existence the publicani, or powerful 
financiers, whose main business was to buy 
the taxes and then collect as much as possi- 
ble on them. Owing to a lack of effective 
control by the government, the system was 
widely abused and the publicani became a 
much hated body of oppressors. The same 
kind of system had prevailed in Greece, but 
was developed further by the Romans. In 
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the later years of the Republic, the publicani 
formed themselves into companies, with offices 
in Rome and agents in the provinces, and 
with a shareholder class which had interests 
in the undertaking. These companies were 
at perpetual odds with the senators for, 
while the companies wanted new lands to 
exploit, the senators got to the point where 
they did not want new lands to govern. 
This antagonism lasted until the fall of the 
Republic and the gradual abolition of the 
farming-out system. 


Rome kept the existing methods of collec- 
tion in her conquered provinces and appears 
to have been reasonable in her demands 
until the publicani became too powerful. The 
taxes, which were originally regarded as 
war indemnities, gradually came to be con- 
sidered as contributions to Pax Romana— 
what today we would call “Peace Through 
Preparedness.” A speaker in Tacitus re- 
marks: “Peace cannot be secured without 
armies; armies cannot exist without pay; 
and payment cannot be provided without 
taxation.” It is a remark which has lost 
none of its force through the ages. 


Even under the Republic the theory, com- 
mon to oriental monarchal states, began 
to form, that provincial land was the prop- 
erty of the state and that taxes were a sort 
of rent for it. The theory was not yet con- 
sciously accepted, however, for the private 
ownership of provincial land was still pos- 
sible for Roman citizens. Land was the 
main source of revenue, with taxes being 
levied as a fixed fraction of annual produce. 
As in all other countries, there was also a 
considerable revenue from customs duties. 


The Emperor Augustus (27 B.C.—14 A.D.) 
established what is generally known as the 
Roman Empire, after approximately 80 years 
of civil war in Italy and the Roman prov- 
inces following the murder of Caesar.’ With 
peace came fairer government of the prov- 
inces, less necessity for extra requisitions 
and contributions, and eventually the end of 
the rule of the Roman usurers. This system 
of farming out taxes was gradually aban- 
doned, and the publicani, to the general joy, 
lost their power. Tax collection was taken 
over by the magistrates and senators of the 
cities. This was a gradual process, brought 
about by the stabilization of direct taxation 
and a consequent loss of opportunity for 
money-making by the tax collectors. As the 
publicani faded out of the picture, the state 
stepped into their place; and, in a new tax 





“So long, therefore, as this constitution 
shall endure, this tribunal [the United 
States Supreme Court] must exist with 
it, deciding in the peaceful forms 

of judicial proceeding the angry 

and irritating controversies 

between sovereignties, which in 
other countries have been determined 
by the arbitrament of force.’ 
—Roger Brooke Taney. 


organized by Augustus on the citizens of 
Rome, the taxpayer dealt directly with the 
government. In the provinces, taxes were 
kept at the same level and sometimes in- 
creased, but they became more equitable 
and there was less oppression. There was 
even a type of right of appeal; representa— 
tives of the city and provincial councils who 
could not agree with the local governor 
could go to the emperor for arbitration. 


It was under Augustus that the inherit— 
ance tax came into being. There had been 
a temporary inheritance tax some years 
earlier, about 40 B.C., when the Triumvirate, 
in order to get money for the war against 
Sextus Pompeius, ordered all Roman citi- 
zens to include in their wills a bequest to 
the state of 5 per cent of their estates. The 
first permanent tax, however, was that in- 
troduced by Augustus in the year 6 A.D. as 
part of a plan to raise money for pensions 
and a landed settlement for the army. The 
senate objected strongly, and was forced 
to pass the bill only by a threat of a land 
tax as an alternative. 


Called the vicesimo hereditatum, this tax 
was a true succession duty, imposing a tax 
of 5 per cent on the shares received by 
beneficiaries, and it applied only to Roman 
citizens and not to the provinces. Direct 
descendants and “near relatives’ were ex- 
empted, and there were some concessions 
either to small inheritances or to poor heirs 
—it is not quite clear from the statute which 
was meant. These exemptions, however, ap- 
plied only to the “old families” of Rome. 
The law also provided for the deduction 
of funeral expenses and for the reckoning 
of trusts and life estates on the basis of the 
capitalized income. There was also a “life 
expectancy” rule: If the beneficiary were 
under 30, he was allowed 30 more years ex- 
pectation of life; if he were over 30, his 





‘This is presumably the Augustus mentioned 
in the second chapter of the Gospel of St. Luke 
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whose decree sent Mary and Joseph to Beth- 
lehem. 
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life expectancy was 60 years less his age. 
Altogether this appears to have been a sur- 
prisingly modern statute. 

Some time later in the first century, the 
Emperor Nerva exempted successions be- 
tween mother and child, and the patrimony 
of sons. Trajan, Nerva’s successor, abolished 
the distinction between “old families” and 
others, and the exemption of the direct line 
and of near relatives became general. One 
writer” states: “It was in reference to this 
reform of Trajan’s that Pliny the Younger 
wrote the first recorded argument against 
inheritance taxation—that in the direct line 
it was an ‘unnatural’ tax, augmenting the 
grief and sorrow of the bereaved.” In 212 
A.D., the Emperor Caracalla multiplied the 
return from the inheritance tax by extending 
Roman citizenship to all free inhabitants of 
the Roman Empire, abolishing the near-rela- 
tive exemption and doubling the rates. How- 
ever, these last two changes were reversed 
by his successor, Macrinus. Historians have 
queried whether the extension of Roman 
citizenship took the tax to Britain, then 
under Roman rule, but there is no certainty 
about this. The tax was finally abolished 
between the third and sixth centuries A.D. 

In addition to the inheritance tax, Augus- 
tus reorganized the 5 per cent tax on the 
manumission of slaves. During his reign, 
there was also some municipal taxation of 
which little is known, and some taxation 
of industry and agriculture, which, however, 
does not seem to have been heavy enough 
to hamper economic development. 


In the second century A.D., Roman citi- 
zens were subject’ to a tax on land and on 
real estate, on contracts and business trans— 
actions, and for the use of the market place. 
Taxation was borne by every Roman citizen, 
and the extension of this citizenship by 
Caracalla greatly widened the scope of all 
taxation. 

During the third and fourth centuries the 
financial condition of Rome degenerated into 
chaos. In the third century she was ruled 
by a military anarchy, and there were bitter 
complaints about the burden of taxation 
which was largely due to the laziness and 
greed of the armies. Early in the century 
Caracalla systematically set about draining 
the wealth of the propertied classes. The 
only regular taxes which were increased— 
and they were doubled—were inheritance 
and manumission taxes, paid chiefly by the 
wealthy. Land tax and poll tax, the chief 


‘It may as well be stated here that a 
case submitted to the 

unregulated discretion of a jury, 
without that careful 

discrimination between matters of fact 
and matters of law which it is the duty 
of the court to lay before them, 

is but little better than a 

popular trial before a town meeting.” 
—Samuel F. Miller, Supreme Court 
Justice, 1862-1890. 


taxes paid by the working classes, were not 
increased, but the crown tax—aurum coron- 
arium—a sort of supplementary income tax, 
was repeatedly demanded, and compulsory 
gifts were extorted from rich men and from 
whole cities by heavy capital levies. Emer- 
gencies always brought forth a crop of 


requisitions and. confiscations, and the result- 
ing unfairness and uncertainty led to the 
disorganization of trade and industry. 


The emperors of the fourth century in- 
herited this chaos. Diocletian tried to deal 
with it, not by restoring the older, compli- 
cated and individual basis, but by making 
emergency taxes into a system. The cur- 
rency was debased, so the tax levy could 
not be a monetary one, and Diocletian incor- 
porated into the fiscal system the famous 
annona, or payment in kind, which had been 
revived irregularly by the emperors of the 
third century. It caused great dissatisfaction, 
because the amount to be collected from 
each province was announced each year, and 
no man knew in advance what he might be 
called upon to pay. 

There was also the problem of fixing a 
basis for assessment. In the third century 
this was settled by different methods in each 
province, and was based on such things as 
the register of cultivation, the census data, 
the paying capacities of cities, and so on. 
All this was too slow for Diocletian, who 
divided all cultivated land into iuga, and the 
iugum then became the unit of assessment. 
The word comes from that for a team of 
oxen, and the size of this tax varied ac- 
cording to whether the land was on a plain 
or on a mountain, and whether it produced 
grain, olive oil or wine. No further differen- 
tiation was attempted. One historian® says 
of this: “It was the effort of a soldier, a 
half barbarian, to solve a delicate problem 
by ignoring its delicacy It may be 
also that the intention was to establish a 





2W. J. Schultz, The Taxation of Inheritance 
(Houghton, Mifflin & Company). 
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3 Rostovtzeff, Social Economic History of the 
Roman Empire (Oxford, The Clarendon Press, 
1926). 
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system adapted to the intelligence of the 
peasants, on which it depended.” 

A plot of land must have a man—a caput 
—to cultivate it; so the taxable unit became 
a combination of both. Every man who 
cultivated land was to declare both the land 
and the number of capita on it, including the 
animals, and had to pay the tax assessed 
accordingly. This tended to tie him to his 
land, much as the peasants of the orient had 
been tied. 

While rural areas provided food and raw 
materials, urban taxes had to provide money 
and manufactured goods, Artisans and shop 
owners were expected to pay a uniform tax 
(the method of assessment is not known) 
and to provide a certain amount of manufac- 
tured goods to the city at special prices. 
The landed proprietors, the senators, paid 
a special money tax on their estates (collatio 
glebatis); and everyone had to pay the tra- 
ditional “crown gold” once every five years 
—and more money when a new emperor came 
to the throne. In addition to all this, there were 
still special requisitions in emergencies. 

The collection of taxes by tax farmers 
was dying out, but an army of officials 
existed to check the attempts of the col— 
lectors to cheat both the treasury and the 
taxpayers. Most taxes, however, were col- 
lected by the cities and were paid into the 
treasury. Some of them—inheritance, customs, 
manumission and auctions—were managed 
directly by the state. Municipal administra- 
tion was responsible for the fairness of as- 
sessments and for seeing that taxes were 
paid in full. The emperor appointed high 
officials to help the cities, and these tried 
to stop the accumulation of arrears by mak- 


ing the richest taxpayers responsible for them. 
The townsmen became unpaid hereditary 
servants of the state, responsible to it for 
welfare, peace and order, and the payment 
of taxes. The curiales—those eligible for 
the municipal council and magistracy—and 
the owners of 25 or more iuga of land, 
shared this responsibility. Each was a single 
unit of taxation, and the whole group was 
a larger unit. 

Diocletian made no attempt to transfer 
the responsibility for taxation and compul- 
sory work from the city council to state 
officials. In fact his taxation system made 
serfs of both the countryman and the artisan, 
and led to the hampering of economic de- 
velopment and the impoverishment of the 
Empire. There was no inducement to im- 
prove land or to become more prosperous, 
because a man would only become one of 
the curiales, and no one wanted that. Mer- 
chants, shipowners, and so on were in the 
same condition, in that they were forced 
to stay in their occupation and to work for 
the state. Land ownership, commerce and 
transportation became a_ hereditary burden 
from which there was no escape. The only 
people who grew rich in this period of the 
later Empire were public officials, who 
waxed fat on bribery and corruption. The 
senatorial used its power to push 
all taxation onto the other classes, to en- 
slave workmen and to grab large tracts of 
land for itself. 


class 


So we approach the end of what may 
truly be termed the period of ancient his- 
tory and are moving into the medieval period 
in which Europe dominated the world. This, 
however, lies outside the scope of this article. 


FOREIGN BUSINESS INCOME AND UNITED STATES TAXES 
—Continued from page 458 


“The question as to how far it is wise 
and proper to extend our taxing laws to 
foreign corporations that manufacture or 
acquire goods in this country, and sell them 
abroad, involves many economic § and 
political considerations. These are peculiarly 
within the province of Congress, not the 
courts. It is perhaps inevitable not only that 
the rate of taxation should vary in different 
countries, but that there should be some 
laps and some gaps in the adjustment of the 
revenue laws of the various countries to 
foreign trade. It may happen for a time 
that income from some transactions may 
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escape all taxation, while other income may 
have to bear its tax in more than one 
country. But a nation that attempts to reach 
out too far in the direct or indirect taxation of 
foreign trade may invite retaliation and 
reprisal.” 

Eventually, President Eisenhower's tax 
incentive program will be enacted into law. 
How logical it would be if American 
business could go abroad through American 
subsidiaries and under the American flag 
with the same benefits obtainable through 
foreign corporations. [The End] 
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This department consists of staff- 
prepared digests and comments on 
articles that have been published in 
other periodicals. Sources of this 


month's reviews are the following: 
Trusts and Estates, the California 
Law Review, the Wisconsin Law Re- 
view and the Cornell Law Quarterly. 


Conflicting Ownership Concepts 


This is a review of “Conflicting Concep- 
tions of Ownership in Taxation,’ by Frank M. 
Keesling, which appeared in the December, 
1956 California Law Review. The author is 
a Los Angeles attorney. 

While for most income tax purposes as 
well as for sales and use tax purposes, the 
concepts identifying property and owner- 
ship with legal title and interests in per- 
petuity and leading to the conclusion that 
property and ownership are essentially in- 
divisible are still being applied, the author 
of the reviewed article feels that further 
developments in the tax field should lead 
to the complete rejection of these concepts 
and the substitution for them of the views 
recognizing that ownership may be shared 
or divided between two or more people in 
various ways. 

Three conflicting concepts of property 
and ownership are exposed to a jurispru- 
dential study by the article. The first of 
these concepts is the legal-title or indivis- 
ible theory of property and ownership. 
Under this theory, limited interests, such 
as the tenant’s right to use land for a lim- 
ited period of time, are in the nature of 
privileges or licenses, neither constituting 
property nor giving rise to ownership. The 
second concept is the aggregate or divisible 
theory, which considers property to be a 
bundle of rights and powers, possession of 
any of which would result in their possessor 
being considered an owner of property. 

The first concept is that used for income 
and sales tax purposes. The second is fre- 
quently followed tor property tax purposes. 

The third concept, that proposed by the 
author, is that “the creation of limited in- 
terests does not result in a division of prop- 


Articles 


erty but suggests that there is a division of 
ownership. Accordingly a tenant of land 
should be regarded as a co-owner with the 
landlord and hence a co-owner of the prop- 
erty, even though there is no division of the 
land and hence no division of property.” 


The author notes the fact that in several 
situations, such as tenancies-in-common and 
joint tenancies, ownership is commonly con- 
sidered to be shared or divided. If owner- 
ship can be joint or divided in these cases, 
“there should be no objection to the recog- 
nition of divided ownership in other in- 
stances where the interests, rights, powers 


or privileges are divided in other ways.” 


The area in which the author’s views 
would be of the most value would be in 
that encompassing the so-called intangibles, 
such as copyrights, patents, notes, bonds 
and stocks. 


Title Passage in Foreign Trade 


This is a review of “Tax Problems of Do- 
ing Business Abroad: Some Practical Con- 
siderations,” by Russell Baker and Marcellus 
R. Meek, which appeared in the January, 1957 
Wisconsin Law Review. The authors are Chi- 
cago attorneys. 


The passage-of-title doctrine is the ex- 
clusive test established by the courts for 
determining where a sale is made, but an 
old sabre in the hands of the Treasury has 
recently been rattled, which action the re- 
viewed article views with some alarm. 


The “sabre” is the exception to the pas- 
sage-of-title doctrine set forth in G. C. M. 
25131, issued in 1947. Long a passive threat, 
the article reports that recently an instruc- 
tion has been sent to revenue agents direct- 
ing them to apply the exception to Western 
Hemisphere Trade Corporations (in proper 
cases) where the income is derived from the 
purchase of merchandise in the United 
States and its sale abroad. 


As described in the article, the exception 
reads as follows: “ for the purpose of 
determining the source of income attribut- 
able to the sale of personal property, a sale 
is consummated at the place where the. 
seller surrenders all his right, title, and in- 
terest to the buyer. However, in any 
case in which the sales transaction is ar- 
ranged in a particular manner for the pri- 
mary purpose of tax avoidance, the foregoing 
rules will not be applied. (See Kaspare 
Cohn, Inc., v. Commissioner, 35 B. T. A. 646.) 
In such cases, all factors of the transaction, 
such as negotiations, the execution of the 
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agreement, the location of the property, and 
the place of payment, will be considered, 
and the sale will be treated as having been 
consummated at the place where the sub- 
stance of the sale occurred.” 

Regardless of reported Treasury assur- 
ances that the instruction was only to put 
agents on the trail of firms who were trying 
to avoid federal taxes by claiming that 
business operations were carried out abroad 
when they were actually transacted in the 
United States, the authors state that how 
discriminating the agents will be in carry- 
ing out the instruction remains to be seen. 

The authors further question the legality 
of the Treasury’s exception to the passage- 
of-title doctrine, in view of the fact that the 
courts have held the place of negotiation, 
signing of the contract, place of collection 
or the location of the property immaterial 
in determining the place of sale. r 


Tax Base Erosion? 


This is a review of “Recent Legislative De- 
velopments in Capital Gains and Losses,” by 
Alger B. Chapman and Arthur K. Mason, 
which appeared in the Winter, 1957 Cornell 
Law Quarterly. The authors are attorneys in 
New York City and Washington, D. C. 

Contrary to belief in some quarters, the 
authors hold that it is difficult to gener- 
alize that “recent legislative embroidery of 
the capital gains tax has contributed sub- 
stantially, if at all, to the ‘erosion of the tax 
base’. The Congress has resisted the abuse 
of these provisions. What erosion of the 
tax base has taken place of late has been 
accomplished through other provisions of 
the Code.” 


Supporting their conclusion, the authors, 
in studying legislative developments during 
the period 1950 through 1956, find at least 
six instances where Congress acted to re- 
strict the applicability of the benefits or to 
reduce the benefits to be derived from the 
capital gains structure. These include 1954 


Code Section 1233 (enacted as old Code 
Section 117(1) by the Revenue Act of 1950); 
1954 Code Section 341 (enacted as old Code 
Section 117(m) by the 1950 act); 1954 Code 
Sections 1221 and 1231 (a 1950 act redefin- 
ing of capital assets); 1954 Code Section 
1201(b) (a 1951 act amendment of old Sec- 
tion 117(b)); 1954 Code Section 1232 
(amending old Section 117); and 1954 Code 
Section 1239 (enacted as old Section 117(0) 
by the 1951 act). 


On the other hand, the authors find only 
four instances of extension of capital gains 
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treatment to significant cases not treated 
before. These include 1954 Code Section 
631 (enacted as old Section 117(k) by the 
1951 act); 1954 Code Section 421 (enacted as 
old Section 130A by the 1950 act) ; 1954 Code 
Sections 402 and 403; and 1954 Code Sec- 
tion 1231(b)(4) (enacted by the 1951 act). 


Other instances where Congress legis- 
lated in favor of the taxpayer were, at least 
in good part, according to the authors, de- 
claratory of the prevailing view of current 
law and, therefore, not properly consider- 
able as an extension of favorable treatment. 
These instances include Section 1235 of the 
1954 Code, as extended in 1956; Section 
1231(b)(3) of the 1954 Code (a 1951 act 
amendment of old Section 117(j)); and 
Section 1241 of the 1954 Code. 


Widow's Election 


This is a review of “The Widow’s Election 
as a Tax-Saving Device,” by Leon B. Brown, 
which appeared in the January, 1957 Trusts 
and Estates. The author is a member of the 
California bar. 


In Chase National Bank of the City of New 
York, 25 TC 617, the Tax Court held that 
the life estate which the widow received in 
the husband’s half of the community prop- 
erty was a partial consideration for her own 
transfer, reducing the amount subject to tax. 
“Tf,” says this article, “that was true for 
gift tax purposes, it should be equally true 
for estate tax purposes.” 

The author uses the Chase Bank case as a 
springboard for suggesting a use of the 
widow’s election as a tax-saving device in 
estate planning. 


He sets up a practical problem of a man 
with an estate worth $150,000 who creates 
two substantially equal trusts, in each of 
which his wife is given the income for life 
and in one of which she is given the general 
power of appointment. After he has set up 
these trusts, his wife inherits $50,000. Estate 
taxes would be saved if the man’s will in- 
cluded the wife’s $50,000 in the marital de- 
duction trust, the author states. Under the 
law of Connecticut, where the couple re- 
sides, the wife would receive a life interest 
in one third of her husband’s property even 
if she elected to take against his will. The 
life interest which the will would give her 
in the remaining two thirds of his estate 
should, under the reasoning of the Chase 
National Bank case, be treated as considera- 
tion for her transfer of the $50,000 and re- 
duce the amount includable in her gross 
estate, 
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Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


Tax Guide for Oil and Gas Men 


Oil and Gas Federal Income Taxation. 
Kenneth G. Miller. Commerce Clearing 
House, Inc., 4025 West Peterson Avenue, 
Chicago 30, Illinois. Third edition, 1957. 
350 pages. $10.50. 


At once practical and authoritative, this 
comprehensive new book clearly sets out 
in one handy, informative volume the needed 
answers to complex tax problems confront- 
ing the oil and gas industry. Logically cor- 
related in this third edition are apt provisions 
from the federal laws, rulings, regulations 
and decisions resulting from amendments 
of the 1954 Code. Current developments 
are discussed in such fields as net profit 
payments; unitizations; carved-out oil pay- 
ments; increased usage of A-B-C financing 
on oil properties under government leases; 
and exchange of oil properties. Some timely 
topics covered include depletion, general 
depletion deduction, cost depletion, bonus 
arrangements, and interests in oil and gas 
in place—to name a few. 


For quick easy reference there is a table 
of contents, a table of cases and a topical 
index. To make tax information even more 
accessible, a detailed subject index precedes 
each chapter. 

The author, Kenneth G. Miller, is a cer- 
tified public accountant; a partner in Arthur 
Young & Company, Houston, Texas; and 
a member of the Texas bar. 


New Edition of Casner: Estate 
Planning Taught by Case Method 


Estate Planning: Cases, Statutes, Text and 


Other Materials. A. James Casner. Little, 
Brown and Company, 34 Beacon Street, 
Boston 6, Massachusetts. Second edition, 
1956. 1,092 pages. $11.50. 

Some of the material in this book is rele- 
vant only when substantial estates are in- 
volved. Most of it, however, deals with 
problems which may and do arise with re- 


Books 


spect to small estates as well as large ones. 
In Professor Casner’s opinion, estate planning 
should not be sharply divided into planning 
for small estates and planning for large 
He believes, rather, that one who has 
a thorough comprehension of the problems 
involved in handling a very complicated 
estate will be best qualified to deal with 
the less complicated ones, for he will be in 
a position to select from his background of 
knowledge what is most suitable for the 
particular situation he faces. 


ones. 


This volume is designed to present for 
consecutive study and consideration the 
various types of arrangements which may 
be employed in an estate plan. These ar- 
rangements include: the estate plan created 
by operation of law; the will as an instru- 
ment in the estate plan; the revocable inter 
vivos trust as an instrument in the estate 
plan; other types of inter vivos trusts and 
family annuities; nontrust gifts; methods 
available for settling proceeds of life insur- 
ance; employee benefits, income in respect 
of decedents, and social security benefits; 
concurrent interests including community 
property; future interests including the rule 
against perpetuities and related rules; pow- 
ers of appointment, including discretionary 
trusts; the marital deduction; charitable dis- 
positions; disposal of a business interest or 
a farm; multiple-state death taxation; mul- 
tiple-state income taxation; estate plans 
which cross state or national borders; ad- 
ministrative provisions; and the selection of 
the fiduciary. 


The second edition has been completely 
revised in the light of the 1954 Code, but 
material on the 1939 Code has been retained 
where it is essential to an understanding of 
the 1954 Code or where it may continue to 
be relevant in connection with estate plan- 
ning decisions. 

The principal expansion of material in the 
second edition relates to the chapters on 
future interests and the rule against per- 
petuities and on powers of appointment. 
Used by Professor Casner in a third-year 
course in the Harvard Law School, this 
edition emphasizes the problem method by 
the inclusion of more than 300 problems. 
The text occupies approximately one third 
of the book. 


Natural Source 
for Government Revenue 


Ground Rent, Not Taxes: The Natural 
Source of Revenue for the Government. John 
C. Lincoln. Exposition Press, Inc., 386 
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Fourth Avenue, New York 16, New York. 
1957. 72 pages. $2.50. 

Seventy-five years ago Henry George, in 
Progress and Poverty, proposed that the tax- 
ation of wealth be abolished and that the 
community instead collect ground rent for 
its expenses. 

This book expounds and develops the 
ground-rent theme, basing its thesis—that 
ground is the natural source of revenue for 
the community—on the following proposi- 
tions, which, it states, are generally accepted 
by the public: 


“1. Everyone admits that land value is 
due to the presence and activity of the 
community. 

“2. Land value is ground rent capitalized. 
Therefore, ground rent is produced by the 
presence and activity of the community. 


“3. The ground rent the community creates 
belongs to the community and not to land- 
owners to whom it is given by our man- 
made land laws. 

“4. Landowners as landowners do noth- 
ing to produce ground rent; therefore, they 
have no moral right to ground rent. 


cided 


5. If ground rent is created by the pres- 
ence and activity of the community, it is 
only reasonable and logical that the com- 
munity collect the ground rent for com- 
munity expenses, and abolish the taxation 
of wealth.” 

The author defines wealth as 
things produced by labor from 
satisfy human desires.” 


“material 
land to 


The author’s final chapter studies the 
practical results of the application of ground- 
rent collection over the world, quoting from 
the book, Land-Value Taxation Around the 
World, published by the Robert Schalken- 
bach Foundation. Included is a study of the 
tax plan of Pittsburgh, Pennsylvania. In 
this city, where there has been a shift of 
the property tax burden from buildings to 
the land, itself, speculative holding of va- 
cant land has been reduced and building 
has been increased. 


Accounting for Retailers 


Retail Merchandise Accounting. 


Hermon 
F. Bell. The Ronald Press Company, 15 
East 26th Street, New York 10, New York. 
Second edition, 1956. 461 pages. $12. 

This book is the result of the author’s 
more than 40 years of professional account- 
ing practice, largely devoted to retailing. 

The first edition of Retail Merchandise 
Accounting, published in 1936, was developed 
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from notes and textual material prepared 
for a course on the subject given for many 
years at the Columbia University School 
of Business. The present volume is a com- 
plete rewriting of the earlier edition and is 
designed primarily for retailers and for prac- 
tical-minded students of retailing, as well as 
for certified public accountants. The meth- 
ods explained and illustrated are adaptable 
to all sorts of retail conditions and to stores 
of any size. 


Considerable emphasis in this book is 
placed upon merchandise control, especially 
as exemplified in the so-called retail method. 
The subject of budgets is treated at some 
length, as well as normal and special ac- 
counting problems under the retail method. 

Separate chapters are devoted to such topics 
as discounts in inventories, unit controls, 
taking of physical inventories, determination 
of purchases, determination of net sales and 
statements reporting operating results. Tax 
problems and procedures as they affect re- 
tailing are also treated in a separate chapter. 


Because of its present-day importance, par- 
ticular attention is given in the final seven 
chapters to the LIFO method, and the 
accounting and tax problems arising from 
its use. 


Employer Guide 


Executive Pay Plans. William J. Casey. 
Institute for Business Planning, Inc., 2 
West 13th Street, New York 11, New York. 
1956. 197 pages. $12.50. 


This is a portfolio of ideas on methods 
of payment of executives, particularly as 
regards fringe benefits. There are chapters 
discussing stock option plans, deferred pay- 
ment contracts, family protection plans and 
the use of life insurance. Mr. Casey’s book 
explains the tax treatment which makes 
these plans attractive to the employer. 


Scientific Recruitment 


Hiring Manual: All Job-Test Fields, In- 
dustrial Psychology, Inc., 3442 East Grant 
Road, Box 6157, Tucson 6, Arizona. 1956. 
$10. 


The Old Man had been personnel man- 
ager as long as anyone could remember, 
but expansion of the business, a contraction 
of the labor market, and a high employee 
turnover and other attendence problems 
soon forced management to hire a trained 
Personnel Administrator. He was not hired 
to replace the Old Man, but to work along 
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with him and, if possible, indoctrinate him 
in modern and scientific ideas of recruit- 
ment and placement. 


“IT never bother much with tests,” said 
the Old Man. “I just size ’em up and, 
if I like ’em, I give ’em the job.” 

“Well, even the simplest test can help,” 
said the PA. “I’ll show you. We have 
three applicants in the waiting room now 
for the position of junior clerk. So, you 
let me conduct the interview.” 

The first applicant, a bright looking 
young lady, bounced into the room and 
the PA asked her how much two and two 
is. “Are ya kiddin’?” the applicant replied. 

“No,” said the PA, “I just want to know 
how much is two and two.” 

“Well everybody knows that,” said the 
applicant. “It’s four.” 

“Thank you. Now, if you will return to 
the waiting room, I will interview the other 
two applicants and then let you know which 
of you three we have decided upon for the 
vacant position.” 

When asked how much is two and two, 
the second applicant hesitated and then 
said: “Do you mean when they’re added 
together?” 

The third applicant, when she was asked 
how much is two and two replied in a 
straight forward manner. “The sum of two 
and two equals four. The product of two 
and two equals four. Two written beside 
two is read as 22.” 

When the last applicant was out of the 
room, the PA turned to the Old Man and 


Books 


said: “Now you see the value of the 
test. The first girl thought it was a joke. 
The second girl was suspicious, and the 
third girl thought the problem out and gave 
answers for three possible variations. Now, 
which of those three young ladies would 
you hire?” 

And the Old Man replied with a smile: 
“TI’d hire the one wearing the tight sweater.” 

The purpose of scientific recruitment and 
placement and testing for job performance 
is, of course, to assure efficiency, produc- 
tivity and a better matching of the appli- 
cant and the job. Industrial Psychology, 
Inc., has corollated company job titles into 
24 test fields. Combinations of tests in 
these fields can be used for over 800 
common job titles. The manual covers in- 
structions for giving, scoring and inter- 
preting the aptitude, intelligence, personality, 
etc., of the applicant. The test need not 
be sent somewhere else to be interpreted. 
The forms also may be purchased from 
the publisher of this manual. The cost 
of test forms is from 20 cents to $3 per 
applicant. 

Testing applicants puts hiring and place- 
ment on an impersonal basis—yes, it even 
guards against a predilection to sweaters. 


Tax Institute Publication 


1956 Tulane Tax Institute (Fifth Annual). 
The Bobbs-Merrill Company, Inc., 730 North 
Meridian Street, Indianapolis 7, Indiana. 
1956. 820 pages. $15 ($10.50 for registrants 
of the institute). 

This book contains the lectures from the 
tax institute held in November, 1956. Ap- 
parently, the numbering system has been 
changed, for a prior book, which was also 
entitled 1956 Tulane Tax Institute, contained 
the November, 1955 institute lectures. 

As always, these lectures were given by 
recognized tax authorities. 


Stock Market Guide 


Your Investments. Leo Barnes. American 
Research Council, Publications Division, 
Larchmont, New York. 1957. 144 pages. $3. 


The very valuable feature of this booklet 
is that stocks are categorized in such vary- 
ing combinations that the shrewd investor 
has information at his finger tips which 
would take him many expensive hours to 
prepare himself. In addition, the book dis- 
cusses many items of buying and selling 
stock which the in-and-out investor must 
know before entering upon a transaction. 
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Department. While doing exactly what Sena- 
tor Dirksen suggested, the Senate beat back 
amendments of Senator Douglas that would 
have trimmed even further amounts from 
Post Office and Treasury budgets. Because 
of a minor amendment to the bill, which 
does not affect the appropriation figures, 
the measure was sent back to the House 
for action on the amendment. 


Tax reduction.—If Congress succeeds in 
chopping a sizable sum from the admin- 
istrative budget requests for fiscal 1958, it 
is expected that any existing sentiment against 
tax cuts will be lessened. With 1958 an 
election year, the chances of tax rate reduc- 
tions either this year or next become ex- 
tremely probable. Quite possibly this is 
the year for the passage of tax relief for 
small business. 

Recently introduced in Congress is a bill 
by Representative Antonio N. Sadlak, of 
Connecticut, which would provide tax relief 
for both business and individuals. The Con- 
gressman’s bill (H. R. 6452) would schedule 
annual cuts over a five-year. period, begin- 
ning January 1, 1958. 


The individual tax reductions proposed 
by Sadlak would result in the tax rate of 
1962 being 15 per cent on taxable income 
under $2,000, as compared with the present 
rate of 20 per cent. From this 15 per cent 
rate, the rate would increase by one per- 
centage point for each of the present income 
brackets until it reached 34 per cent on 
income from $80,000 to $90,000. At this 
point it would proceed to advance by two 
percentage points for each bracket, reaching 
a peak of 42 per cent on incomes in excess 
of $200,000. 


Corporate tax reductions proposed would 
affect both the normal and the surtax rates. 
Beginning with January 1, 1958, the normal 
tax rate of 30 per cent on taxable corporate 
income would be reduced to 28 per cent, 
with the surtax rate remaining at 22 per 
cent. On January 1, 1959, the normal tax 
rate would drop to 26 per cent, the surtax 
rate still remaining at 22 per cent. In 1960, 
the normal tax rate would be 24 per cent 
and the surtax rate 22 per cent. In 1961, 
the normal tax rate would be reduced only 
one percentage point to 23 per cent; how- 
ever, the surtax rate would also be reduced 
1 per cent to 21 per cent. Similarly in 1962, 
each rate would decrease 1 per cent to pro- 
vide a 22 per cent normal tax rate and a 
20 per cent surtax rate. 
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While the bill calls for the entire program 
of tax reduction to be carried out over a 
period of five years, the author makes pro- 
vision for postponement of the tax cuts so 
that the scheduled reductions could be spread 
out to a maximum of nine years without 
revising the basic law. 


An analysis of the Sadlak measure has 
been prepared by the National Association 
of Manufacturers. Their description of the 
operation of the postponement procedures 
of the bill is as follows: 

“Section 5 of H. R. 6452 outlines the 
mechanics and criteria to be used in invok- 
ing the scheduled rate reduction postpone- 
ment procedures. While these postponement 
procedures may be applied separately as 
between corporate tax reductions and the 
individual cuts, every such postponement of 
an individual reduction must be accompanied 
by postponement of a scheduled corporate 
tax cut. - However, this ‘linkage’ of the 
corporate to the individual postponements 
is limited in that such reduction could not 
be deferred for more than one year. The 
one year limitation on deferring a scheduled 
cut also applies to individual as well as 
corporate taxes. In other words, the post- 
ponement of any increment of the forward 
scheduled reductions can only be made for 
not in excess of a one year period. 


“The postponement procedures under sec- 
tion 5 of the bill provide that the Presi- 
dent shall, by November 15 preceding a 
scheduled cut, postpone until July 1 the 
effective reduction date of the individual 
tax if it would cause ‘an imbalance in the 
budget of the federal government for the 
current fiscal year’. In the case of the re- 
duced corporate tax, it shall be deferred 
until July 1 if it would cause such an im- 
balance in the federal budget ‘for the follow- 
ing fiscal year’. 


“Thereafter, in his annual January budget 
message to the Congress, the President 
‘shall recommend whether any reduction in 
a rate of tax postponed under this subsec- 
tion shall become effective on July 1 or 
whether such reductions shall be further 
postponed until the following January 1’. 
Under this procedure, as Congressman Sad- 
lak explains, the initiative for a postpone- 
ment is in the President, ‘but a balance has 
been struck in the burden and exercise of 
postponement authority for final decision as 
between the Congress and the executive 
branch’. 
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“This ‘balance’ arises in that adequate 
opportunity is afforded the Congress, and 
its tax writing committees, to review the 
federal revenue requirements as related to 
the proposed budget. The bill provides that 
Congress may take several alternative ac- 
tions. By means of a joint resolution which 
has been approved before May 15, the Con- 
gress may act to make the next scheduled 
individual rate reduction, which has previ- 
ously been postponed, become effective on 
July 1 next. In the alternative, these sched- 
uled reductions may be further postponed 
until the next January 1. The same alter- 
native disposition may be made with respect 
to corporate income taxes. Thus, the Con- 
gress may make effective on July 1 a previ- 
ously postponed corporate reduction or 


postpone it further until January 1. 


“Provision is then made under the bill 
that where the Congress has not so acted 
by joint resolution the President, by May 
15, shall further postpone until the next 
January 1 any corporate or individual cut 
previously postponed. The criterion for such 
postponements under the Presidential au- 
thority ‘shall be used so as to permit the 
maximum possible reductions to take effect 
on July 1 next in the taxes imposed by 
sections 1, 3, 11, and 3402 without causing 
an imbalance in the budget of the federal 
governinent for the following fiscal year’. 


“Subsection 5(d) of the bill provides that 
a total postponement of any date upon 
which a scheduled rate reduction shall take 
effect cannot be for more than one year. 
Subsection 5(e) is a ‘rollover’ provision 
wherein if a scheduled reduction is post- 
poned under any of the alternative proce- 
dures outlined above, subsequent rate reduction 
dates not affected by the current postpone- 
ment ‘shall be deferred for one year’. It is 
by virtue of this postponement authority 
and the ‘rollover’ provision of the bill that 
the rate reductions scheduled for five years 
may be deferred for a maximum of nine 
years without revising the statute. Subsec- 
tion 5(f) of the bill proposes definitions of 
the terms of reference ‘imbalance in the 
budget’, ‘rate reduction date’, ‘current fiscal 


year’ and ‘following fiscal year’. 


Bill to consolidate tax reporting —An Ad- 
ministration bill to “amend the Social Se- 
curity Act to consolidate the reporting of 
wages by employers for income tax with- 
holding and old-age survivors, and disability 
insurance purposes,” has been submitted to 
Congress by the Secretary of the Depart- 
ment of Health, Education, and Welfare. 
The proposed bill is now in the House Com- 
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mittee on Ways and Means for further 
study, and will be introduced by one of the 
committee members, probably the committee 
chairman. 


The proposed bill, if adopted by Congress 
and enacted into law, will eliminate the need 
for listing each employee’s name and the 
amounts withheld from his wages for both 
income tax and FICA purposes on Schedule 
A of Form 941 as required by the Internal 
Revenue Service to be filed quarterly. Em- 
ployers would still have to file the quarterly 
Form 941, but only the upper portion which 
merely gives a grand total of amounts with- 
held. Wage reporting by employers would 
be put on an annual basis by the use of 
Form W-2 (the Withholding Tax State- 
ment), which will not have to be changed 
under the proposed law. The proposed bill 
would have no effect on the filing of income 
tax returns by employees. The main effect 
of the proposed change would eliminate the 
costly task of listing each employee and 
amounts withheld from him each quarter 
and put wage reporting by employers on 
an annual basis by the use of Form W-2, 
which employers must fill out anyway. 


Over 30 state unemployment insurance 
systems now require quarterly wage report- 
ing by employers, in line with the present 
quarterly requirement of the federal govern- 
ment. Objections to the proposed bill are 
expected from labor unions who contend 
that if the federal government changes its 
wage reporting from quarterly to annual, the 
state unemployment insurance systems will 
have a tendency to also change to an annual 
reporting basis. Labor unions feel an annual 
wage report showing a total wage of an 
employee would contain periods of unem- 
ployment during the year, and when divided 
by 52 weeks to compute unemployment 
benefits, would result in an amount lower 
than the average weekly wage, and unem- 
ployment benefits to the employee would 
be correspondingly lower. 


To overcome the objections of the labor 
unions as to state wage reporting require- 
ments, the proposed bill contains a provision 
which states that if any state changes its 
wage record system within five years after 
the passage of the bill to any new wage 
base for employer reporting, the Secretary 
of Labor will not approve the state unem- 
ployment insurance plan unless benefits are 
computed under the old and new methods, 
and a published report made as to the effects 
of the change. 
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This department reports on developing tax law in Canada describing 
administrative rulings, legislative action, court decisions and pertinent 


speeches. 


Highlighted this month are the following topics: partnership 


of father and minor son . . . new legislation . . . method of computing 
taxable income may not be ‘‘redetermined'’ after being accepted by Minis- 


ter.. 


Father-Son Partnership 


There is nothing in the law that prohibits 
a minor son from being a member of a 
partnership. A builder and his 16-year-old 
entered into a partnership. The 
devoted the bulk of his after-school time 
to partnership projects. In the summer 
vacation period, he supervised and worked 
on the main building projects of the part- 
nership. 


son son 


The Minister refused to allow a split in 
this partnership income and attributed all 
the partnership's earnings to the father. 
On appeal, the Minister was reversed. The 
father was taxable only on one half of the 
income earned by the partnership.—Shields 
v. Minister of National Revenue, 57 DTC 232. 


Legislation 


The British Columbia Legislature passed 
four new tax laws: The Federal-Provincial 
Agreement Act, The Insurance Premium 
Tax Act, The Provincial Home-owners 
Grant Act and The Mineral Property Tax- 
ation Act. The first of these empowers 
British Columbia to rent, for another five 
years, the corporate income, personal in- 
come and succession duty tax fields to the 
Dominion Government. 

The second law provides for a 2 per cent 
tax on gross premiums. This is a field that 
was vacated by the federal government last 
fall. 

The third act authorizes the granting of 
rebates of tax to home owners under certain 
conditions. 

The mineral tax law is effective for 1957. 
It levies an annual property tax on pro- 
ducing, royalty-free, Crown-granted mineral 
claims. It is expected to apply only to 
iron ore. 
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. unrepaid advances held not eligible to be written off as bad debts. 


laws, British 
Tax Act, 
Taxation Act and The Logging Tax 


In addition to these new 
Columbia amended The Mining 
The 
Act. 

Tax legislation has also been passed in 
Manitoba on amusements and on insurance 
premiums (the field vacated by the federal 
government). The gas tax in Saskatchewan 
has been increased to 12 cents per gallon. 
Act of 


have 


In Ontario the Corporation Tax 
1957 and miscellaneous taxing acts 
received royal assent and are now law. 


A Determination Is Final 


A taxpayer operated several businesses: 
a farm, a dairy, two restaurants and a gift 
shop. The restaurants used products from 
the farm; the dairy used milk produced on 
the farm; and the gift shop, though not 
intimately tied into the farming project, was 
a sideline of the restaurant business. The 
farmer lumped his income and_ business 
losses from all operations. This method of 
determining taxable income was countenanced 
by the Minister for a number of years. 
However, the Minister sought to reassess 
the taxable income by disallowing losses 
incurred in the operation of the farm as 
a deduction from total income. 


The appeal board, however, reversed the 
Minister. The law requires that the Minister 
determine a taxpayer’s chief source of in- 
come. In accepting the taxpayer’s method 
of determining his taxable income and mak- 
ing assessments on that basis, the Minister 
made a determination that the taxpayer’s 
chief source of income was from a combina- 
tion of farming and other sources. This 
determination, once made, is not subject to 
change by any future “redetermination.” 
What constitutes a taxpayer’s chief source 
of income should not depend on the differ- 
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ing views which individual assessors might 
hold from year to year, where the circum- 
stances are not changed in any material 
way from what they were when previous 
determinations were made.—No. 414 v. Min- 
ister of National Revenue, 57 DTC 272. 


Return of Capital 


A taxpayer sold certain rights he had 
in an estate for $50,000, payable in weekly 
installments of $100. The purchasers, in 
their tax returns for the current year, de- 
ducted $1,372 as interest, that is, as the 
interest portion of the weekly payments. 
So, the Minister included this interest in 
the taxpayer’s (seller) income. The ques- 
tion was whether the $100 weekly payment 
was all a return of capital or did include 
an amount which might be determined to 
be interest income. The appeal board re- 
versed the Minister, holding that the pay- 
ments received did no more than total the 
$50,000 and that no part of the payments 
could be regarded as the payment of in- 
terest. The weekly payments were wholly 
in the nature of the return of capital— 
Baril v. Minister of National Revenue, 57 
DTC 222. 


Unrepaid Advances 


It is a custom in the lumber business 
to advance money to loggers against their 
future delivery of timber. Even though 
these advances exceeded the value of the 
timber delivered, the company, season after 
season, continued to make such advances. 
A portion of these accrued advances were 
written off by the company as bad debts. 


It was held that the write-offs lacked the 
essential elements of a bad debt. The com- 
pany had made no effort to collect the 
debt. In fact, it had continued to make 
advances to the same operators after the 
write-offs had been taken—wNo. 415 v. 
Minister of National Revenue, 57 DTC 226. 


Part-Time Resident 


In May a Canadian taxpayer moved to 
the United States and entered into busi- 
ness. He sustained a substantial loss and 


returned to Canada in September of the 
same year. He sought to deduct the loss 
incurred in his United States venture from 
his Canadian income of the year. It was 
held that the taxpayer was not a resident 
in Canada during his sojourn in the United 
States and, as a result, the business loss 
incurred in the United States could not be 
considered in computing his Canadian tax- 
able income.—WNo. 416 v. Minister of National 
Revenue, 57 DTC 230. 


Estate Income 


A taxpayer (father) had operated his 
farm under a partnership arrangement with 
his three sons who each owned adjacent 
farms. The proceeds of the operation of 
the four farms were pooled and the profits 
divided: two fifths to the father and one 
fifth to each of the sons. The father’s will 
designated his wife and his sons as the 
main beneficiaries, but upon the death of 
the father, and by mutual agreement, the 
father’s two-fifths interest in the current 
year’s proceeds from the partnership ar- 
rangement was passed on to the sons, who, 
in turn, made certain concessions to their 
mother. The Minister added to the deceased 
father’s taxable income the value of his 
two-fifths interest in the grain to be har- 
vested and the cattle to be sold on the 
theory that they were rights belonging to 
the deceased at the time of his death. The 
sons contended that these rights had been 
distributed to the beneficiaries of the de- 
ceased and, therefore, should not be in- 
cluded in the income of the deceased. The 
sons were upheld by the appeal board.— 
Hawk Estate v. Minister of National Revenue, 
57 DTC 207. 


Capital Outlay Not Deductible 


The cost of a new engine purchased for 
a power shovel was held to be a capital 
outlay and, as such, not deductible—Thompson 
Construction (Chemong), Ltd. v. Minister of 
National Revenue, 57 DTC 1114. The cost 
of a new engine for a tugboat was 
held to be a nondeductible item.—Il ancouver 
Tug Boat Company, Ltd. v. Minister of Na- 
tional Revenue, 57 DTC 1126. 


also 


“In this and like communities public sentiment is everything. With public 
sentiment nothing can fail; without it nothing can succeed; 

consequently he who moulds public sentiment goes deeper than he 

who enacts statutes and decisions. He makes statutes 

and decisions possible or impossible to be executed.’'—Abraham Lincoln. 


Canadian Tax Letter 





FEDERAL TAX PROBLEMS OF SELLERS AND PURCHASERS OF 
REAL PROPERTY IN MICHIGAN—Continued from page 436 


Statutes Annotated, Section 7.81; Ernst Kern 
Company, CCH Dec. 12,906, 1 TC 249 
(1942)), from the time the status of the 
ownership of the property for assessment 
is fixed as of January 1. 

The present position of the Service is 
that the legal liability attaches then, al- 
though the amount is clearly not deter- 
minable until the rate of the tax is later 
fixed. The Internal Revenue Service has 
ruled that January 1 is the date to accrue 
taxes in Michigan because of the statutes 
(Rev. Rul. 39, 1953-1 CB 79), but it requires 
a considerable stretch of legal imagination 
to conjure a debt arising on January 1 for 
a tax to be levied in July or December to 
meet budgets which are not yet prepared 
or approved and at rates which are not 
yet known. The Attorney General’s Opin- 
ion No. 1285, cited above, relying on 
Sayers v. McKeever, cited above, seems to 
disagree with this ruling, for it held that 
a tax on real property acquired after Janu- 
ary 1, but prior to the lien date, was the 
liabilty of the purchaser. The recent case of 
Keil Properties, Inc., cited above, also re- 
fused to accept the Commissioner’s argu- 
ment that realty taxes were a liability of 
the seller on the date the taxes were 
theoretically assessed, relying on the prin- 
ciple that taxes cannot accrue until both 
the base and rate of taxation are deter- 
mined, as the obligation must become fixed 
and the “amount of liability” certain. Thus, 
the court rejected the liability-on-assessment- 
date theory which the court accepted in 
Ernst Kern Company and Gilken Corporation. 


In view of the prior attorney general’s 
opinion and the Keil Properties case, it 
would seem that Rev. Rul. 39 may be in- 
correct, at least as applied to a cash basis 
taxpayer. Perhaps this is why the regula- 
tions limit the meaning of the word “liability” 
to “payable” in some instances. The only 
practical solution seems to be to encourage 
the purchaser to pay the tax currently and 
avoid the problem of relying on the pre- 
sumption of payment. This, of course, will 
not solve the purchaser’s basis problem 
which, because of the apparent conflict be- 
tween the committee reports and_ the 
regulations and the vacuum left by the 
statute, may also depend on the determina- 
tion of when the liability for the tax arose 
in the absence of an express agreement to 
pay the seller’s taxes; but this problem 
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can readily be met by contractual arrange- 
ments of assuming any subsequent payments, 
even though allocated to the seller by Sec- 
tion 164(d). 


Taxes Assessed for Current Fiscal Year 


Once the tax year and the liability for 
the tax have been determined, it must then 
be remembered that the tax being allocated 
by Section 164(d) is the current tax as- 
sessed to meet the current budget (City 
Commissioner v. Hirschman, 253 Mich. 596 
(1931)). For cities or other local govern- 
mental units with a fiscal year commencing 
July 1, this is the tax levied when the as- 
sessment roll is delivered to the clerk after 
the county tax-allocation board has approved 
the local unit’s budget for the current fiscal 
year, which is to be met out of the next tax 
levy (Michigan Statutes Annotated, Section 
7.69). Thus, the city tax or the tax assessed 
by other local units, such as the counties 
and school districts which is levied after 
this approval, is to meet the budget for 
the fiscal year which the county board has 
approved. This has been interpreted to 
mean the current calendar year of the 
county, that is, ending on December 31 of 
the year the budget is submitted (Attorney 
General’s Opinion No. 0-3039 (January 31, 
1945)), or in the case of cities and school 
districts, it would seem to mean the tax 
levied in the approaching fiscal years to 
which the budget pertains (McQuillen, 
Municipal Corporations (1950), Volume 15, 
Section 39.39). Attorney General’s Opinion 
No. 2074 (May 11, 1955), similarly holds 
that county taxes due in December, 1954, 


are for the calendar year ending that De- 
cember, 1954. 


Having attempted to resolve or present 
the various problems involved, it is hoped 
that the interested parties can guide them- 
selves accordingly. As the deduction has 
no relation to what the parties do in adjust- 
ing the price because of the liability under 
local law, the only probable current effect 
of this new law on settlements will be to 
cause the parties to make a further adjust- 
ment because of the value of the tax de- 
duction and to make sure that the amount 
realized or cost is correctly determined. 
In time, as the statute becomes better 
known to the public, it may well serve as 
the exclusive method used by the parties 
to allocate real property taxes. [The End] 
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Federal Tax 


July 1 justment which was filed with return 
Status determination date for changes in for calendar year 1956. (Code Section 

income tax withholding exemptions. 6411(b).) 
Changes in exemptions furnished on an July 31 
amended Form W-4 prior to June 1, 
1957, must be reflected in wages paid on 
or after July 1, 1957. (Regulations 120, 
Section 406.320.) 


July 15—— 


Due date for payment of second quarter 


Due date of return for the quarter ending 
June 30, 1957, of excise taxes on safe 
deposit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 
cable messages and services; transporta- 
tion of persons; admissions, dues and 


of 1956 tax by fiduciary of a decedent’s 
estate where installment method of pay- 
ment was elected. (Code Section 6152.) 
Due date, by general extension, of returns 
for the fiscal year ended January 31, 
1957, in the case of (1) foreign partner- 
ships, (2) foreign corporations which 
maintain offices or places of business in 
the United States, (3) domestic cor- 
porations which transact their business 
and keep their records and books of 
accounts abroad, (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States and (5) American citizens 
residing or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
(Code Sections 6081 and 6151; Regula- 
tions 118, Section 39.53-3.) Forms: (1) 
Form 1065; (2)-(4) Form 1120; (5) 
Form 1040. 

Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for June. (Code Section 6035.) Form 
957. 

Due date for delivery to local collector 
of internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


initiation fees; gasoline, lubricating oils 
and matches; sales by manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacture of sugar; trans- 
portation of property; and diesel fuel. 
However, if, and only if, the return is 
accompanied by depositary receipts 
(Form 537, Depositary Receipt for Fed- 
eral Excise Taxes), showing timely de- 
posits, in full payment of the taxes due 
for the entire quarter, the return may 
be filed on or before August 12 (Au- 
gust 10 is a Saturday). Form 720 
(Regulation Sections 477.2, 477.3 and 
477.4.)* 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of the following taxes for the second 
quarter of 1957: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402. With re- 
spect to such taxes for June, the em- 
ployer may either include with his 
return (Form 941) direct remittance to 
the district director or attach to such 
return a depositary receipt for the 
amount validated by a federal reserve 
bank. Where the return on Form 941 
is accompanied by depositary receipts 
(Form 450) showing timely deposits in 
full payment of the taxes due for the 
entire second quarter, the return may 
be filed on or before August 12 (August 
10 is a Saturday). (Regulations 120, 
Sections 406.601, 406.606. ) 


Due date of federal use tax return and 
July 29—— payment of tax on highway motor 
Last day for Commissioner to act on vehicles where first use occurred in 
application of a noncorporative tax- June. (Regulation Sections 41.6011 (a)-1, 
payer for a tentative carry-back ad- 41.6071(a)-1.) Form 2290.* 


* Due date for May taxes is July 1, since June 30 is a Sunday. 





Which Do You Need? 


® 


A Handy Check-List of CCH Topical Law Reports’ 


®@ There's Something ‘‘CCH"’ on Every Phase of TAX and BUSINESS LAW @ 


Federal State 


FEDERAL TAXES 


(0 Capital Changes Reports 

[] Code and Regulations 

(0 Federal Excise Tax Reports 
() Federal Tax Guide Reports 
() Federal Tax Course 

0 Payroll Tax Guide 

C) Standard Federal Tax Reports 
(1) Tax Court Decisions Reports 
() Tax Court Reports 

() Taxes—The Tax Magazine 
() Tax Treaties 

( U.S. Tax Cases 


STATE TAXES 


C) All-State Sales Tax Reports 
(] State Tax Cases Reports 

C) State Tax Guide 

C1) State Tax Reports 

(] Inheritance Tax Reports 


BANKING 


(J Federal Banking Law Reports 

C] New York Estates—Wills—Trusts 

(1) Pennsylvania Estates—Wills—Trusts 
CL] Stock Transfer Guide 

(] Trust and Estate Law Reports 


INSURANCE 


() Business and Estate Insurance Reports 
(1) Insurance Law Journal 

() Insurance Law Reports 

(1) Workmen’s Compensation Law Reports 





SECURITIES 


C) Blue Sky Law Reports 
(CL) Federal Securities Law Reports 


SOCIAL SECURITY 


C1) Railroad Retirement Reports 
() Unemployment Insurance Reports 


* Write for details 
of reporting in your field. 


SOnmonnnonnnay 


Canadian 


e LABOR 


C) Labor Law Course 

(]) Labor Law Guide—Federal 
() Labor Law Journal 

() Labor Law Reports 


BUSINESS 


Accountancy Law Reports 
Atomic Energy Law Reports 
Bankruptcy Law Reports 
Conditional Sale— 

Chattel Mortgage Reports 
Contract Appeals Decisions 
Emergency Business Control Law Reports 
Food Drug Cosmetic Law Reports 
Food Drug Cosmetic Law Journal 
Government Contracts Reports 
Legal Periodical Digest 
Liquor Control Law Reports 
Pension Plan Guide 
Trade Regulation Reports 
U.S. Supreme Court Bulletin 


CARRIERS—UTILITIES 


(1) Aviation Law Reports 

[) Federal Carriers Reports 
(1) State Motor Carrier Guide 
[) Utilities Law Reports 


LEGISLATION 


() Advance Session Laws Reports 

(] Congressional Index 

() Congressional Legislative Reporting 
C) Legislative Reporting Service 


CANADIAN 


Canada Income Tax Guide 
Canadian Insurance Law Reports 
Canadian Labour Law Reports 
Canadian Succession Duties 
Canadian Tax Reports 

Dominion Companies Law Reports 
Dominion Report Service 
Dominion Tax Cases 


OOOOOU00CH OOOO 
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COMMERCE. CLEARING, House, Inc. 
NNNISSAANS SS MNS SE SNRRS MRSA RRR NAAN anna” ~“ 


Won 


PUBLISHERS of TOPICAL LAW REPORTS 


522 FIFTH Ave. 
New YORK 36 


4025 W. PETERSON AVE, 
CHICAGO 30 


425 13TH STREET.N.W 
WASHINGTON 4 





